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Introduction
PURPOSE OF THE STUDY
Current U.S. and Canadian auditing standards governing independent 
(external) auditors’ consideration of the work of internal auditors are contained 
in the American Institute of Certified Public Accountants’ (AICPA) Statement on 
Auditing Standards (SAS) No. 9, The Effect o f an Internal Audit Function on 
the Scope o f the Independent Auditor’s Examination,1 and in the Canadian 
Institute o f Chartered Accountants’ (CICA) Handbook, section 5215, para­
graphs .17-.21, “Reliance on the Internal Auditor.” These standards are 
included as appendixes to this study.
Both U.S. and Canadian standards address internal auditors’ work per­
formed as part of internal control.2 SAS No. 9 also addresses work performed 
by internal auditors that provides direct assistance to independent auditors. 
Although the CICA Handbook does not address this matter, it does not 
prohibit independent auditors from seeking direct assistance from internal 
auditors and, in practice, this is frequently done in Canada.
This study has been prepared in recognition o f the advances made by the 
internal auditing profession in both the United States and Canada in the last 
few decades, including issuance in the United States of the Institute of 
Internal Auditors’ (IIA) Standards fo r  the Professional Practice o f Internal 
Auditing and the development of quality-assurance review programs for 
internal audit departments. Specifically, the objectives of this study are—
• To inform independent auditors of the strides made in establishing 
internal auditing as a profession and of the roles internal auditors 
play in business, government, and not-for-profit organizations.
• To describe how independent auditors evaluate the internal audit 
function in a financial statement audit.
• To explain how independent auditors’ consideration of the work of 
internal auditors contributes to the reduction of audit risk.
• To describe efficient coordination of the work o f independent audi­
tors and internal auditors.
1. The AICPA Auditing Standards Board is considering a revision of SAS No. 9.
2. The term internal control as used in this study should be considered equivalent to internal 
control structure as used in SAS No. 55, Consideration of the Internal Control Structure 
in a Financial Statement Audit.
vii
viii CONSIDERATION OF THE WORK OF INTERNAL AUDITORS
This study was prepared by a joint study group of the AICPA and the CICA. 
The study group reviewed both countries’ existing auditing standards, 
books, research papers, and articles dealing with independent auditors’ con­
sideration of the work of internal auditors. (See appendix H, “Selected 
Annotated References.”)
DEFINITION OF INTERNAL AUDITING
The pronouncements of the IIA define internal auditing as follows:
Internal auditing is an independent appraisal function established within an 
organization to examine and evaluate its activities as a service to the organiza­
tion. The objective of internal auditing is to assist members of the organization 
in the effective discharge of their responsibilities. To this end, internal audit­
ing furnishes them with analyses, appraisals, recommendations, counsel, and 
information concerning the activities reviewed.
Internal auditors, in performing these functions, can be thought of as a part 
of an organization’s internal control. Internal auditors are not, however, part 
of internal control in the same manner as other individuals involved in 
exercising controls over specific accounts or transactions. They represent a 
higher level of control that functions by measuring and evaluating the effec­
tiveness of other controls. This study addresses independent auditors’ con­
sideration of the work of personnel in an organization who perform these 
functions regardless of their titles; it is not directed towards the work of 
personnel with the title internal auditors who do not carry out such functions.
Chapter 1
Development of the 
Internal Auditing Profession
This chapter reviews the important landmarks in the development o f the 
internal auditing profession.
Independent auditors consider the work of internal auditors to reduce their 
assessments o f audit risk. The extent to which this work is considered is a 
matter of professional judgment that depends on the independent auditors’ 
assessment of what is effective and efficient in the circumstances. In recent 
years there have been many changes in internal auditing that have an impact 
on the effectiveness and efficiency of considering internal auditors’ work.
GROWTH OF INTERNAL AUDITING
Internal auditing has evolved to meet the needs of organizations. As organi­
zations have become more complex, internal auditors have responded by 
developing a greater number of specialized skills to fulfill those organiza­
tions’ audit requirements. Internal auditing is not confined to commercial 
businesses; many governmental organizations and educational and other 
not-for-profit entities make use of sophisticated internal audit departments.
Originally, internal auditors focused on financial auditing—that is, they 
were concerned largely with monitoring compliance with internal account­
ing controls. Over time, the complexity and volume of organizational activity 
increased, resulting in an array of managerial problems. One way in which 
management has responded to these problems is through increased use of 
the services of internal auditors. As a result, internal auditors are involved in 
a wide range of operational activities that require specialized knowledge in 
disciplines such as economics, law, finance, statistics, electronic data process­
ing, engineering, and taxation.
In the United States, the Foreign Corrupt Practices Act, enacted in 1977, 
also has been important to the growth of the internal auditing profession. l
l
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The accounting provisions of the Act require public companies to establish 
and maintain effective internal accounting control. As a result, many compa­
nies have established or strengthened their internal audit departments. Many 
have also increased their internal auditors’ objectivity by creating a direct or 
indirect line of communication from the internal auditors to the board of 
directors’ audit committee.
As a result of these developments, the internal audit profession has experi­
enced significant growth. The IIA has grown from its charter chapter of 
twenty-five members in 1941 to more than 30,000 members in over 100 
different countries. This number is still small in relation to the total number 
of individuals who are involved in internal auditing.
The Report o f the National Commission on Fraudulent Financial Report­
ing, recently issued in the United States, also is expected to affect the growth of 
internal auditing.1 The commission’s purpose was to study financial reporting 
in the United States to identify factors that lead to fraudulent reporting and steps 
to reduce its incidence. One of the commission’s recommendations was that 
public companies should establish an internal audit function staffed with 
appropriately qualified personnel and fully supported by top management. 
The commission also recommended that public companies help ensure the 
internal audit function’s objectivity by positioning it suitably within the 
organization, maintaining a director of internal audit with appropriate stature, 
and establishing effective reporting relationships between the director of 
internal audit and the audit committee of the board of directors.
THE INTERNAL AUDIT PROFESSION
The internal audit profession, working primarily through the IIA, has made 
significant strides over the last few decades. Of particular importance is 
the IIA’s promulgation of professional and ethical standards to guide the 
practice of internal auditing. In 1947, the IIA issued its Statement o f  Respon­
sibilities o f  Internal Auditing, which has since been revised several times. 
The current Statement o f Responsibilities o f Internal Auditing, included as 
appendix C, provides a general discussion of the internal auditor’s role and 
responsibilities.
The IIA’s Code of Ethics was developed on the basis of a December 13, 
1968, resolution o f the IIA’s board of directors. The Code, which is included 
as appendix D, sets forth guidance specifically for members of the IIA. It 
consists of an introduction, an Interpretation of Principles, and eight Articles. 
The Articles primarily address internal auditors’ obligations to their employers, 
but also include provisions that prescribe honesty, objectivity, competence, 1
1. Report of the National Commission on Fraudulent Financial Reporting (Washington, 
D.C.: National Commission on Fraudulent Reporting, October 1987).
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and morality in the practice of the internal auditing profession. Although 
not stated in the Code, it is generally understood that violation of the Articles 
could result in revocation of an individual’s membership in the IIA.
A relatively new development in the internal auditing profession is the 
issuance of the IIA’s Standards fo r  the Professional Practice o f Internal 
Auditing, which are the most authoritative statements in existence about the 
nature and scope of internal auditing. These Standards, approved by the 
board of directors of the IIA in June 1978, set forth the criteria by which the 
operations of an internal auditing department are evaluated and measured. 
They include a foreword, an introduction, a summary of general and specific 
standards, and five chapters covering the specific standards of indepen­
dence, professional proficiency, scope o f work, performance o f audit work, 
and management of the internal auditing department. The summary of the 
Standards fo r  the Professional Practice o f Internal Auditing is set forth as 
appendix E.
To provide authoritative interpretations of the Standards fo r  the Profes­
sional Practice o f Internal Auditing, the IIA began issuing Statements on 
Internal Auditing Standards in December 1983. Appendix F consists of 
summaries of the seven statements issued prior to September 30, 1988, titled 
Control: Concepts and Responsibilities; Communicating Results; Deterrence, 
Detection, Investigation, and Reporting o f Fraud; Quality Assurance; 
Internal Auditors’ Relationships with Independent Outside Auditors; Audit 
Working Papers; and Communication with the Board o f Directors.
CERTIFICATION OF INTERNAL AUDITORS
In 1973, the IIA established a board of regents charged with the task of 
developing a program for the certification of internal auditors. In fulfilling 
this responsibility, the board established the criteria for becoming a Certified 
Internal Auditor (CIA) and administered the first examination in 1974. The 
CIA examination is fourteen hours long and includes four parts, as described 
in exhibit 1.1.
In addition to passing the examination, a prospective candidate is required 
to obtain at least two years of work experience in internal auditing or its 
equivalent. An advanced academic degree may be substituted for one year 
of work experience in meeting this requirement. Public accounting experi­
ence qualifies as equivalent experience in internal auditing, as does full-time 
teaching of the examination’s subject matter at a college or university. How­
ever, two years of teaching experience equates to only one year of internal 
auditing work experience. CIA candidates must also subscribe to the Certified 
Internal Auditor Code of Ethics and submit a character reference from either 
a CIA or a supervisor. The number of CIAs is growing, but currently they are 
only a small percentage of the total number of internal auditors.
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Exhibit 1.1
Content of the CIA Examination
Part I
Principles o f Internal Auditing
• Nature of Internal Auditing
• Administration of the Internal Audit Department
• Administration of the Internal Audit Assignment
• Internal Control
• Relationships With Auditees and Others
Part II
Internal Auditing Techniques
• Preliminary Surveys
• Audit Programs
• Fieldwork
• Working Papers
• Audit Reports
• Statistical Sampling
• Quantitative Methods
• EDP Auditing
Part III
Principles o f Management
• Nature of Management
• The Planning Process
• The Organizing Process
• The Directing Process
• The Controlling Process
Part IV
Disciplines Related to Internal Auditing
• Managerial Accounting
• Financial Accounting
• Economics
• Managerial Finance
• Computer Systems
• Quantitative Methods
Chapter 2
Evaluating the 
Internal Audit Function
To give audit consideration to the work o f internal auditors, independent 
auditors must evaluate the internal auditors’ objectivity, competence, and 
work performance. This chapter discusses the manner in which indepen­
dent auditors may undertake this task.
Internal auditors are concerned with the quality of management’s perfor­
mance of assigned responsibilities and the adequacy and effectiveness of 
internal control as it relates to (1) the reliability and integrity of information, 
(2) compliance with policies, plans, procedures, laws, and regulations, (3) the 
safeguarding of assets, (4) the economical and efficient uses of resources, and 
(5) the accomplishment o f established objectives and goals for operations or 
programs. The internal auditors’ work provides evidence about control ele­
ments in the organization that independent auditors may wish to consider in 
performing their audit. It may also provide evidence that helps achieve other 
independent audit objectives. To avoid overlap in audit efforts, independent 
auditors should attempt to consider as much of this work as is practicable 
within the requirements of professional standards. Audit efficiency is best 
achieved when the work of independent and internal auditors is coordinated.
Another advantage o f considering the internal auditors’ work is that they 
may possess skills that are particularly useful for certain audit activities. 
Internal auditors generally have a detailed knowledge o f the entity’s policies, 
procedures, and business, and o f the industry in w hich it operates. If the 
entity has an advanced electronic data processing (EDP) system, internal 
auditors may possess specialized knowledge in auditing the EDP system. 
Therefore, internal auditors may be especially useful to independent auditors 
in (1) understanding and considering internal control, (2) developing com ­
puterized audit testing systems (especially those that are used concurrently 
with processing), and (3) using generalized audit software.
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AUTHORITATIVE STANDARDS
The AICPA’s SAS No. 9, The Effect o f an Internal Audit Function on the Scope 
o f the Independent Auditor’s Examination, and the CICA Handbook, 
paragraphs 5215.17—.21, “Reliance on the Internal Auditors,” address inde­
pendent auditors’ consideration of internal auditors’ work. SAS No. 9 
includes general guidance for independent auditors on the following items:
• Reviewing internal auditors’ objectivity and competence, and evalu­
ating their work
• Making arrangements with internal auditors
• Using internal auditors to provide direct assistance on the audit
SAS No. 9 and the CICA Handbook, paragraphs 5215.17—.21, also require 
independent auditors to understand the internal audit function as it relates 
to their consideration of internal controls and—if the internal auditors’ work 
is considered in determining the nature, timing, and extent of the independent 
auditors’ procedures—to evaluate the objectivity and competence of the 
internal auditors and to evaluate their work. To obtain an understanding of 
the internal audit function, independent auditors should gather information 
about the nature of the responsibilities of the function, its standing within the 
entity, its activities, and the professional standards it has adopted. Independent 
auditors often obtain this information by making inquiries of appropriate 
management and internal audit personnel.
In planning the extent to which they will consider internal auditors’ work, 
independent auditors use professional judgment within the framework of 
generally accepted auditing standards. Independent auditors exercise their 
judgment in two steps. First, they evaluate the internal audit function. Second, 
they consider the potential effect of the internal auditors’ work on audit risk 
with respect to specific accounts or classes of transactions. This chapter 
describes independent auditors’ evaluation of the internal audit function. 
The effect of internal auditors’ work on audit risk is described in chapter 3 .
NATURE OF THE EVALUATION OF INTERNAL AUDITORS
Professional standards require independent auditors to evaluate the objec­
tivity and competence of internal auditors if the internal auditors’ work 
might have a bearing on the independent auditors’ own procedures. This 
evaluation of objectivity and competence may be performed at the depart­
mental level or at the level of specific assignments.
When evaluating the internal audit function at the departmental level, 
independent auditors focus on the organizational status of the department 
and its system of quality assurance. The IIA’s Standards fo r  the Professional 
Practice o f Internal Auditing (appendix E) includes standards for indepen­
dence and professional proficiency of internal audit departments. Indepen­
dent auditors may wish to use these standards as benchmarks to evaluate
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the organizational status and quality assurance program of an internal audit 
department. In evaluating the internal audit function, some independent 
auditors use a checklist (see example in appendix G).
An internal audit department may obtain an external review of its quality 
assurance policies and procedures by other internal auditors, independent 
auditors, or management consulting firms. Independent auditors should 
consider the results of recent external reviews in their evaluation of the 
objectivity and competence of an internal audit department.
Independent auditors should recognize that internal audit departments 
use judgment to determine the nature and extent of their quality control 
policies and procedures. This judgment includes consideration of the costs 
and benefits of the policies and procedures. The size of an internal audit 
department is an important consideration. In smaller internal audit depart­
ments, the lack of formal quality assurance may be offset by more direct 
involvement in audit activities by management of the department (that is, 
the internal audit director).
After completing a departmental evaluation, if the independent auditors 
deem a department’s organizational status and quality assurance program 
adequate to provide reasonable assurance that internal audit work is per­
formed with objectivity and competence, there may be no need to also 
evaluate the objectivity and competence of the individual staff members 
assigned to perform specific tasks. The auditors may rely on tests of the 
departmental quality assurance policies and procedures to provide a basis 
for considering the internal auditors’ work.
In situations in which the departmental organizational status or quality 
control policies and procedures have weaknesses, independent auditors 
may find it more efficient to review the performance of specific internal 
audit work they wish to consider. That is, independent auditors should use 
a specific assignment approach to evaluating objectivity and competence. In 
those situations, independent auditors should evaluate the knowledge and 
experience of the specific internal auditors performing the assignments, as 
well as situational pressures or conflicts of interest that may affect the internal 
auditors’ objectivity. For example, if internal auditors are assigned to audit 
activities that they previously performed, independent auditors should 
consider this conflict of interest in the evaluation of the internal auditors’ 
objectivity for that assignment. By comparing the content of the internal 
auditors’ report to the findings in the audit working papers, objectivity 
regarding specific assignments may also be evaluated. Since the considera­
tions in performing these task-oriented reviews of objectivity and compe­
tence are specific to the particular engagement, the remainder of this section 
will primarily address independent auditors’ evaluation of objectivity and 
competence at the departmental level.
Studies of independent auditors’ decisions have provided some insight 
into the factors that independent auditors consider when evaluating internal 
auditors’ work. The most important factors appear to be those related to work
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performance and competence; factors related to objectivity, while signifi­
cant, do not appear to be as significant as the others.1
OBJECTIVITY OF INTERNAL AUDITORS
Internal auditors are not independent of their organizations since they are 
hired by and thus subject to reassignment or dismissal by management. In 
evaluating objectivity, therefore, independent auditors review where the 
internal audit department fits into an organization, including its relationship 
with the board of directors. The organizational status of the director of 
internal audit is important in that it indicates the extent to which internal 
auditors can act independently of the individuals responsible for the activities 
under audit.
Ideally, the director of internal audit should report to a level of manage­
ment that is senior enough to require cooperation from audited departments 
and ensure that the internal auditors’ recommendations are adequately 
considered and implemented. Objectivity is enhanced when the director of 
the internal audit department is hired and can be dismissed only with the 
concurrence of the audit committee of the board of directors.
Independent auditors also should consider the frequency with which the 
internal auditors communicate with the audit committee and the degree to 
which management is able to censor the communications. It has been 
shown that independent auditors consider the two most important factors 
in evaluating a department’s objectivity to be (1) top management’s support 
for the internal audit department and (2) the organizational level to which 
the department reports.2
Objectivity is also important with respect to assigning staff members to 
specific activities. The director of internal audit should establish a policy that 
includes review of relationships of staff members, both past and present, 
that may cause a conflict o f interest on specific assignments. Details of previ­
ously assigned activities could be retained for staff members transferred to, 
or temporarily engaged by, the internal audit department. This information 
could be used to preclude assigning the staff member to audit those activities 
until a reasonable period has elapsed. Another policy that enhances objec­
tivity is periodic rotation of internal audit assignments.
In evaluating internal auditors’ objectivity, independent auditors should 
consider the nature of the work. Evidence of objectivity is critical in con­
sidering work that involves highly subjective judgments in which reasonable
1. See Arnold Schneider, “The Reliance of External Auditors on the Internal Audit Function,” 
Journal of Accounting Research (Autumn 1985): 911-919; and Loren L. Margheim, “Further 
Evidence of External Auditors’ Reliance on Internal Auditors,” Journal of Accounting 
Research (Spring 1986): 194-205.
2. See, for example, Arnold Schneider, “Modeling External Auditors’ Evaluations of Internal 
Auditing,” Journal of Accounting Research (Autumn 1984): 657-678.
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professionals may differ in their assessments, such as the judgments often 
required to evaluate the adequacy of the allowance for uncollectible receiv­
ables. Evidence of objectivity is less critical to work that involves less subjec­
tive judgment, such as confirming receivables and reporting confirmation 
results. In the latter case, independent auditors may decide to consider the 
work of the internal auditors, even if the organization has not implemented 
all desirable characteristics to enhance the internal auditors’ independence. 
However, independent auditors should still review the significant judgments 
made by internal auditors in the confirmation work, such as the judgments 
involved in resolving differences in confirmation replies.
COMPETENCE OF INTERNAL AUDITORS
The competence of internal auditors is evaluated by reviewing the knowl­
edge and experience of the internal audit staff, as well as the policies and 
procedures for assigning staff to audit projects and supervising and reviewing 
their work. Ideally, internal audit department members collectively should 
possess the knowledge and skills to fulfill the audit requirements of the 
organization. Specialized knowledge may be required, such as knowledge of 
complex data processing systems, engineering, and statistics; this knowledge 
may be acquired through effective employment practices and continuing 
education programs.
An internal audit department should establish policies and procedures 
that provide assurance that staff members assigned to specific audit assign­
ments are competent to fulfill the requirements of the assignment. Long- 
range planning of internal audit staff assignments is an effective way to achieve 
this objective. Once a staff member is assigned to a task, the department 
should have quality assurance policies and procedures that ensure adequate 
staff supervision. These policies may include required supervisory review 
and approval of audit programs, standard working papers, and policies for 
the review of audit working papers. Also, adequate documentation of 
compliance with the policies and procedures aids independent auditors in 
their review of the competence of the work performed.
Several research studies also provide insight into the factors independent 
auditors consider most important in evaluating the competence and work 
performance of internal auditors. The factors found to be significant in 
assessing competence include the adequacy of the instruction and supervi­
sion of internal audit personnel and the nature and extent of their 
experience and knowledge. The most important factors in assessing work 
performance are the scope of the internal auditors’ work and the quality of 
their working papers.3
3. See Arnold Schneider, “Modeling External Auditors’ Evaluations of Internal Auditing,” 
Journal of Accounting Research (Autumn 1984): 657-678 and Paul R. Brown, “Indepen­
dent Auditor Judgment in the Evaluation of Internal Audit Functions,” Journal of Account­
ing Research (Autumn 1983): 444-455.
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Internal auditors may possess different types of knowledge. Some internal 
auditors may have knowledge of internal controls and auditing techniques; 
others may have extensive knowledge of the organization’s operations or 
other specialized knowledge. Independent auditors should consider differ­
ences in expertise in determining the extent to which the results of specific 
assignments performed by the internal auditors will affect the independent 
auditors’ procedures. For example, in considering tests of controls performed 
by internal auditors on the loan operations of a financial institution, 
independent auditors may consider it more important for the internal auditors 
to have specialized knowledge of loan operations than extensive knowledge 
of auditing techniques. Internal audit departments that are staffed with 
individuals who have a broad range of specialized knowledge and skills can 
provide a wide range of audit work that independent auditors may consider 
and improve audit efficiency.
Chapter
Considering the Effect of Internal 
Auditors’ Work on Audit Risk
Internal auditors may affect the independent audit in several ways. First, 
by being pa rt o f the control environment o f the organization, internal 
auditors contribute to the reliability o f financia l information, including 
the financia l statements. Second, internal auditors may perform  tests o f 
controls or direct tests o f accounts or classes o f  transactions that provide 
evidence about the risk o f misstatement o f specific assertions. Finally, 
internal auditors may provide direct assistance to independent auditors in 
perform ing the audit.
Audit risk is the risk that independent auditors may unknowingly fail to 
appropriately modify their opinion on financial statements that are materially 
misstated. Independent auditors plan an audit to limit audit risk to a level 
that, in their professional judgment, is appropriate for issuing an opinion on 
the financial statements. Their assessment of audit risk is based primarily on 
assessments of audit risk at the assertion level for individual account balances 
and classes of transactions. At that level, independent auditors assess audit 
risk by considering its three components: inherent risk, control risk, and 
detection risk. These three components of audit risk are defined in SAS 
No. 55, Consideration o f the Internal Control Structure in a Financial 
Statement Audit, as follows:1
Inherent risk (IR)—The susceptibility of an assertion to a material misstatement 
assuming there are no related internal control structure policies or procedures.
Control risk (CR)—The risk that a material misstatement that could occur in 
an assertion will not be prevented or detected on a timely basis by an entity’s 
internal control structure policies or procedures.
Detection risk (DR)—The risk that the auditor will not detect a material mis­
statement that exists in an assertion.
1. See CICA Handbook, section 5130, paragraph 10, for similar definitions.
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Although professional standards do not require a quantitative evaluation of 
audit risk, the interrelationship among the components of audit risk for 
planning purposes can be represented by the following equation:
AR = IR x  CR x DR
In planning to test an assertion about a balance or a class of transactions, 
independent auditors form a judgment about the level to which audit risk is 
to be restricted. After assessing inherent risk and control risk, independent 
auditors decide on those substantive tests that will restrict detection risk to 
the appropriate level.
Internal auditors can play an important role in the reduction of audit risk. 
The internal audit function, as a high-level internal control, affects the indepen­
dent auditor’s assessment of how the control environment influences control 
risk. In addition, the results of tests performed independently by internal 
auditors may be considered by independent auditors in assessing control risk 
for specific assertions and in designing substantive tests. Internal auditors may 
also be used to perform work that is planned and supervised by independent 
auditors; that is, they may provide direct assistance to independent auditors.
EFFECT OF THE INTERNAL AUDIT FUNCTION ON 
ASSESSING ENVIRONMENTAL CONTROL RISK
An internal audit function is part of an entity’s control environment and 
provides a high level of control over processing information and performing 
activities in an entity. Thus, the quality of an internal audit function affects 
independent auditors’ assessments (evaluation) of control risk. Independent 
auditors consider several factors when judging the extent of the effect of the 
internal audit function on control risk, including the objectivity and compe­
tence of the internal auditors and the nature of their work. If internal auditors 
are suitably objective and competent, they can provide significant overall 
control. Their monitoring activities may reduce the risk of management over­
ride of other internal controls. Employees may be more conscientious in 
performing control procedures. Also, the risk of circumvention of the internal 
control structure may be reduced. If an entity has developed a code of 
conduct, internal auditors’ monitoring devices may deter prohibited activities. 
Accordingly, internal auditors’ audit activities may not only detect errors and 
irregularities, but also may act as a deterrent to their occurrence.
CONSIDERING THE RESULTS OF TEST WORK 
INDEPENDENTLY PERFORMED BY  
INTERNAL AUDITORS
Much of the work of internal auditors considered by independent auditors 
is performed independently by the internal auditors. This work may include
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documenting internal control, performing audit tests that provide evidence 
about the operating effectiveness of internal control elements, or performing 
direct tests of account balances or classes of transactions. This work may 
have a significant effect on (1) the procedures the independent auditors 
perform in obtaining an understanding of the entity’s internal control, (2) 
the procedures the independent auditors perform in assessing control risk, 
including tests of controls, or (3) the substantive procedures performed by 
the independent auditors. In evaluating the extent of the effect of the work 
independently performed by internal auditors, several factors must be con­
sidered. The most important factors include the audit risk and materiality of 
the related financial statement assertion. Independent auditors possess a 
unique frame of reference for evaluating audit risk and materiality, stemming 
from their exposure to professional and legal sanctions. Therefore, judg­
ments about the assessments of inherent and control risk, sufficiency 
of tests performed, materiality of accounts and transactions, and other 
matters affecting the opinion on the financial statements must be those of 
independent auditors.
There is a direct relationship between the risk of material misstatement of 
a financial statement assertion and the extent of the audit work for which 
independent auditors must assume responsibility. For lower-risk assertions, 
independent auditors may decide that their assessment of control risk and 
the internal auditors’ work restrict audit risk to an acceptable level. Direct 
testing of the assertion or corroboration of the work of internal auditors may 
not be considered necessary.
For higher risk assertions, however, the assessment of control risk and the 
internal auditors’ work cannot restrict audit risk to an acceptable level. 
Although independent auditors may give significant weight to internal auditors’ 
work in those areas, they still must perform a significant amount of direct 
testing of the assertions or corroboration of the internal auditors’ work. For 
example, the assertions regarding the existence and disclosure of related party 
transactions are often considered to be higher-risk assertions. Although inde­
pendent auditors may consider the work of internal auditors to gather evidence 
about the existence of related party transactions, they usually supplement 
internal auditors’ tests with their own procedures designed to identify such 
transactions. Independent auditors also perform an independent evaluation 
of the adequacy of disclosure of the details for related party transactions.
In determining the effect of internal auditors’ work, independent audi­
tors should also consider the nature of the financial statement assertion 
being tested. Certain assertions about account balances or classes of transac­
tions generally involve a more subjective evaluation of the audit evidence 
than others. For example, evaluating evidence about the valuation assertion 
for an asset, including assessment of the appropriateness of the accounting 
principles used, usually involves the exercise of more subjective judgment 
than is involved in evaluating evidence about the assertions of existence and 
occurrence. A greater degree of subjective judgment is generally required to 
evaluate evidence about the assertion of presentation than to evaluate 
evidence about the assertion of completeness. The greater the extent of
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subjective judgment that is involved in evaluating audit evidence, the more 
direct testing or corroboration of internal auditors’ work the independent 
auditors must perform.
In all audit areas, the extent of independent auditors’ consideration of 
internal auditors’ work depends on the independent auditors’ assessment of 
the quality of the work performed by the internal auditors. This assessment 
of quality involves consideration of the objectivity and competence of the 
internal auditors performing the work, as described in chapter 2. Indepen­
dent auditors also should consider—
1. The design of the internal auditors’ tests.
2 . The sufficiency of the tests, including the extent and timing or the 
time period covered by the tests.
3.  The performance of the tests, including the method of selection of 
the test items.
Internal auditors’ design and performance of the tests are critical. Poorly 
designed or inadequately performed tests provide no significant basis for con­
sideration. If design and performance are good, but the extent or the timing of 
the tests is not sufficient, independent auditors can always consider the 
internal auditors’ work and supplement the tests with their own procedures.
To corroborate the work of internal auditors, independent auditors should 
test it. These tests may be accomplished by either (a) examining some of the 
transactions or balances that internal auditors examined or (b) examining 
similar transactions or balances. The extent to which the work should 
be tested rests on the independent auditors’ judgment about the effect of 
the internal auditors’ work on the independent auditors’ own procedures, 
and the extent of direct testing necessary to support the opinion on the 
financial statements.
In testing internal auditors’ work, independent auditors may re-perform 
procedures applied to items internal auditors have tested or may apply the 
same procedure to similar items. Independent auditors should also evaluate 
the consistency of internal auditors’ conclusions with the test results docu­
mented in their audit working papers.
The trade-off of the time required to perform the tests directly and the 
time required to review or test internal auditors’ work should also be consid­
ered. It may be more efficient for independent auditors to perform certain 
tests themselves. As a general rule, detail tests of balances and transactions 
are time-consuming. Therefore, it is more likely to be efficient for these tests to 
be performed by internal auditors and reviewed or tested by independent 
auditors. Analytical procedures, on the other hand, are less time-consuming 
and are often more efficiently performed directly by independent auditors.
The nature of internal auditors’ documentation of their work also affects 
the efficiency of considering the work. When internal auditors’ tests are well- 
documented, there are more areas in which it is efficient for independent 
auditors to evaluate the performance of the internal auditors’ tests rather 
than to conduct the tests directly themselves.
Independent auditors should consider reading internal auditors’ reports. 
In addition to providing information regarding the operating effectiveness of 
specific controls, the reports may provide information about weaknesses in 
internal control or other conditions indicative of increased risk. Although 
internal auditors’ work may not support a reduced assessment of control risk, 
independent auditors may still plan their substantive tests considering the 
weaknesses in controls or other conditions identified by internal auditors.
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CONSIDERING THE RESULTS OF TESTS PERFORMED BY  
INTERNAL AUDITORS BUT PLANNED AND SUPERVISED 
BY INDEPENDENT AUDITORS
Internal auditors may perform work under the direct supervision of indepen­
dent auditors. In these situations, independent auditors plan the nature, 
timing, and extent of the audit tests. They also control the adequacy and 
completeness o f the audit programs. They are in a position to assign work to 
a particular internal auditor on the basis of an assessment of the individual’s 
knowledge and experience and of circumstances that might affect the internal 
auditor’s objectivity. Internal auditors may be instructed on independent 
auditors’ guidelines for the form and content of working papers to facilitate 
the independent auditors’ review. These factors, along with independent 
auditors’ direct supervision of the internal audit staff, reduce the need to test 
the internal auditors’ work. Of course, the extent of independent auditors’ 
instruction, supervision, and review of internal auditors should be consistent 
with their firm’s system of quality control, considering the internal auditors’ 
knowledge of the details of the independent auditors’ audit techniques and 
documentation policies and procedures.
EXTENT OF THE EFFECT OF INTERNAL AUDITORS’ WORK
Although the extent of independent auditors’ work may be reduced by con­
sidering the work of internal auditors, the responsibility to render an opinion 
rests solely with independent auditors. This responsibility is not divisible 
and cannot be reduced by internal auditor involvement. This places an 
upper, but undefined, limit on the effect of internal auditors’ work. At some 
point, independent auditors would not have sufficient direct evidence to 
support their audit opinion.
The authoritative standards of the United States and Canada do not include 
detailed guidance for determining the extent of acceptable involvement by 
internal auditors in the independent audit. However, SAS No. 9, The Effect o f  
an Internal Audit Function on the Scope o f the Independent Auditor’s 
Examination, states:
The work of internal auditors cannot be substituted for the work of the 
independent auditor; however, the independent auditor should consider the
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procedures, if any, performed by internal auditors in determining the nature, 
timing, and extent of his own auditing procedures.
When the independent auditor considers the work of internal auditors in 
determining the nature, timing, and extent of his own audit procedures or 
when internal auditors provide direct assistance in the performance of his 
work, judgments as to the effectiveness of internal control structure, suffi­
ciency of tests performed, materiality of transactions, and other matters 
affecting his report on the financial statements must be those of the indepen­
dent auditor.
Similarly, CICA Handbook paragraphs 5215.19 and .21 state:
The existence of an internal auditor does not relieve the external auditor of 
his responsibility to conduct such audit work as is necessary to support the 
content of his report. Accordingly, before relying on conclusions reached by 
the internal auditor, the external auditor would need to . . . evaluate his work.
In evaluating the internal auditor’s work the external auditor would need to 
examine evidence such as internal audit programmes, working papers and 
reports. In addition, the external auditor could perform tests to corroborate 
the conclusions reached by the internal auditor.
The appropriate level of internal audit involvement is a matter for inde­
pendent auditors to determine in the exercise of their professional judgment. 
It is not practical to provide quantitative guidance for this judgment, because 
it is affected by the nature of procedures performed by internal auditors and 
their significance to independent auditors’ opinion on the financial state­
ments, as well as the independent auditors’ judgment about the direct testing 
necessary to support that opinion.
SUMMARY OF INDEPENDENT AUDITORS’ CONSIDERATION 
OF THE WORK OF INTERNAL AUDITORS
As described in this chapter, independent auditors may (1) consider the 
internal audit function in their assessment of the effect of the control 
environment on control risk, (2) consider the work performed indepen­
dently by internal auditors to assess control risk for particular assertions and 
to design substantive tests, or (3) consider internal auditors’ work that is 
planned and supervised by the independent auditors. Figure 3.1 is a flow­
chart summarizing these three ways independent auditors might consider 
the work of internal auditors in an audit.
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Chapter 4
Administrative Aspects of 
Considering the Work of 
Internal Auditors
This chapter discusses the administrative aspects o f considering the work o f 
internal auditors, including effective and efficient coordination of audit work.
PLANNING AND COORDINATION OF AUDIT WORK
It is important that independent auditors and internal auditors plan and 
coordinate the overall audit work. This reduces the overlap of audit efforts and 
allows independent auditors to effectively consider internal auditors’ work.
In coordinating the work, independent auditors should consider the 
relationship between the time required to review and test the work performed 
by internal auditors and the time required for direct performance of the 
work. Although internal auditors’ tests of a particular area may be considered 
to some degree, independent auditors may have to perform significant tests 
of the work to justify an affect on the audit. It may be more cost beneficial 
for internal auditors to perform other work that requires less testing by 
independent auditors.
Complete coordination of the work o f independent auditors and internal 
auditors may not be consistent with independent auditors’ responsibilities 
and objectives of internal auditors. In designing their overall audit program, 
internal auditors often perform a risk analysis of the entity’s operations. 
They concentrate their audit work on areas of high operational risk. This is 
consistent with the objective of improving the organization’s effectiveness 
and efficiency. Generally, these areas of high operational risk are the same 
areas that independent auditors assess as having a high degree of risk of
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material misstatement.1 It is difficult to prevent overlap of audit efforts for 
those areas, because independent auditors will find it necessary to perform 
the critical procedures directly. However, coordination may minimize the 
extent of overlap.
Effective communication of relevant information is essential to efficient 
planning and coordination of the audit. Specifically, the information needed 
to plan and coordinate the work of independent auditors and internal 
auditors includes the following:
• The planned audit work of internal auditors for the relevant period
• Changes in the entity and new reporting or regulatory requirements 
that may affect audit requirements
• The general audit plan of independent auditors
• Tests that, based on independent auditors’ assessment of audit risk and 
materiality, must be performed primarily by independent auditors
• Availability of independent and internal auditors to perform the 
work, especially those with specialized knowledge and experience
• Information about significant audit issues discovered by either group 
of auditors
• Completed audit reports
• Relevant audit working papers
Independent auditors should be alert for opportunities to improve their 
ability to consider the work of internal auditors. They should suggest to the 
client possible changes in the internal audit department’s organizational 
status, resources, or policies and procedures that may enhance the effective­
ness of internal auditors’ work. These suggestions should be reviewed with 
the internal audit department’s management and communicated directly to 
the organization’s top management and to the audit committee of the board 
of directors.
COMMUNICATION DURING THE CONDUCT OF THE AUDIT
It is important that independent auditors monitor the progress of the internal 
audit work. Frequent meetings between the two groups should be scheduled 
to discuss changes in the audit plan and any problems encountered. To make 
sure that effective communication is achieved, a system for exchanging 
information should be established. The system could identify the informa­
tion to be provided, the time frame for providing it, and specific individuals 
responsible for ensuring that the information is communicated. It could also 
ensure that periodic meetings are held and intergroup memos distributed 
describing the proceedings of the meetings and other significant matters.
1. See James M. Patton, John H. Evans, and Barry L. Lewis, A Framework fo r  Evaluating 
Internal Audit Risk, Research Report No. 25 (Florida: The Institute of Internal Auditors, 
Inc., 1982).
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Periodically, the coordination of audit efforts should be reevaluated. 
Changes in an entity’s operations or the industry in which it operates may 
require changes in independent or internal auditors’ programs. Personnel 
changes by independent auditors or internal auditors may make different 
assignments of audit work more efficient. To improve the effectiveness and 
efficiency of future audits, the auditors should jointly reevaluate the coordi­
nation of the audit work, considering changes and problems that have 
occurred in the past.2
EFFECTIVE HUMAN RELATIONS
Good relations between independent auditors and internal auditors are 
facilitated by many factors. One important factor is support by top-level 
management. Coordination of the audit effort should be fully supported by 
the top management of both independent auditors and internal auditors. 
Staff at all levels from both groups should understand and respect each 
other’s roles and objectives. Assuring that each group is given c redit for its 
work and discouraging unhealthy competition between them improve the 
working relationship.
Frequent communication is a key factor to good relations between inde­
pendent auditors and internal auditors. It helps prevent misunderstandings 
and avoid other personnel problems. Every effort should be made to develop 
an effective system of communication and a close working relationship 
through continued coordination of audit efforts.
Independent auditors should also be sensitive to the morale of the internal 
audit staff assigned to work for them. The work assigned should be as 
enriching to the individual staff members as possible. An effort should be 
made to assign each staff member work that is consistent with the individual’s 
level of responsibility. Rotation of assignments, to the extent practical, should 
be considered so that internal audit staff members are not required to perform 
the same task year after year. To help ensure that internal audit staff members 
understand the value of their work, the director of internal audit should 
inform the staff about how their work with the independent auditors fits 
into the overall audit plan. In addition, independent auditors should ensure 
that staff assigned to supervise internal auditors are qualified in this capacity.
2. See Wanda A. Wallace, “Enhancing Your Relationship with Internal Auditors,” The CPA 
Journal (December 1984): 46-53, for suggestions on how to coordinate internal and 
independent audit activities more effectively.
Chapter 5
Examples of Independent 
Auditors’ Consideration of the 
Work of Internal Auditors
Three generic practice examples o f  the consideration o f internal auditors’ 
work are provided in this chapter.
The extent to which the work of internal auditors is considered by indepen­
dent auditors is a matter of professional judgment. Independent auditors make 
this judgment after considering the facts and circumstances of the engagement 
and by evaluating the competence, objectivity, and work performance of 
internal auditors. The practice examples in this chapter provide descriptions 
of efficient and effective consideration of the work of internal auditors. The 
first three examples are generic in nature. Through the use of tables, these 
examples describe the coordination of audit work for (1) the audit of the 
revenue cycle and accounts receivable, (2) the audit of the purchases cycle 
and inventory, and (3) the audit of multiple subsidiaries. In these examples, 
it should be assumed that the internal audit departments were evaluated and 
found to possess a sufficient degree of objectivity and competence to justify 
the maximum consideration of their work by the independent auditors. Chap­
ter 6 describes the manner in which the consideration of internal auditors’ 
work might be altered based on independent auditors’ evaluation of the 
internal audit function. Chapter 7 contains a more comprehensive practice 
example that illustrates the application of the generic examples to a more 
specific situation. The tables included in all the above examples should not be 
considered to include comprehensive lists of audit objectives and procedures 
for the audit areas. Rather, they are designed to illustrate the manner in 
which independent auditors’ work may be coordinated with the work of 
internal auditors.
P ractice  Exam ple 1—Audit o f the Revenue Cycle 
and Accounts Receivable
XYZ Co. is a multinational company with approximately 18,000 employees 
worldwide. XYZ Co. is very decentralized, with a large number of subsidi-
2 3
Ta
bl
e 
5.
1
Ex
am
pl
es
 o
f 
In
de
pe
nd
en
t A
ud
it
or
s’
 C
on
si
de
ra
ti
on
 o
f t
h
e 
W
or
k 
of
 In
te
rn
al
 A
ud
it
or
s:
 
A
ud
it
 o
f t
he
 R
ev
en
ue
 C
yc
le
 a
nd
 A
cc
ou
nt
s 
R
ec
ei
va
bl
e
__
__
__
_L
ow
 R
is
k_
__
__
__
 
H
ig
h 
Ri
sk
A
ud
it 
O
bj
ec
tiv
e
C
on
si
de
ra
tio
n 
of
 
in
te
rn
al
 c
on
tr
ol
Co
m
pl
et
en
es
s, 
ex
ist
en
ce
, a
nd
 
oc
cu
rr
en
ce
 o
f 
ac
co
un
ts
 r
ec
ei
va
bl
e 
an
d 
sa
le
s
2 4
A
ud
it 
Pr
oc
ed
ur
e
D
oc
um
en
t t
he
 s
ys
te
m
 o
f i
nt
er
na
l c
on
tr
ol
.
Pe
rf
or
m
 o
bs
er
va
tio
n 
an
d 
in
qu
iry
 te
sts
.
Te
st 
co
nt
ro
ls
 o
ve
r c
om
pu
te
r 
op
er
at
io
ns
.
Pe
rf
or
m
 m
an
ua
l t
es
ts 
of
 th
e 
op
er
at
in
g 
ef
fe
ct
iv
en
es
s 
of
 co
nt
ro
ls.
M
ak
e 
de
ci
si
on
s 
on
 th
e 
as
se
ss
m
en
ts
 o
f 
co
nt
ro
l r
isk
.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s.
D
et
er
m
in
e 
sa
m
pl
e 
siz
e 
an
d 
de
sig
n 
sa
m
pl
e 
pl
an
 fo
r 
se
le
ct
io
n 
of
 co
nf
irm
at
io
ns
.
Se
le
ct
 a
cc
ou
nt
s 
fo
r 
co
nf
irm
at
io
n.
Co
nt
ro
l m
ai
lin
g 
an
d 
re
ce
ip
t o
f c
on
fir
m
at
io
ns
.
Re
so
lv
e 
ex
ce
pt
io
ns
 fr
om
 c
on
fir
m
at
io
ns
.
Pe
rf
or
m
 a
lte
rn
at
iv
e 
pr
oc
ed
ur
es
 fo
r 
no
nr
es
po
nd
en
ts
.
Pe
rf
or
m
 s
al
es
 a
nd
 sa
le
s 
re
tu
rn
s 
cu
to
ff 
pr
oc
ed
ur
es
.
In
te
rn
al
 
A
ud
ito
rs
’ 
W
or
k
X X X X X X X X X X
In
de
pe
nd
en
t 
A
ud
ito
rs
 ’ 
W
or
k
R T J R D J D R R R R R
In
te
rn
al
 
A
ud
ito
rs
’ 
W
or
k
X X X X X X X X X
In
de
pe
nd
en
t 
A
ud
ito
rs
’ 
W
or
k
R J* J* T* D J D R D T T T
Pe
rfo
rm
 a
na
ly
tic
al
 p
ro
ce
du
re
s.
Te
st 
cl
er
ic
al
 a
cc
ur
ac
y 
of
 ag
in
g.
Re
vi
ew
 c
re
di
t i
nf
or
m
at
io
n 
fo
r m
at
er
ia
l 
pa
st
-d
ue
 a
cc
ou
nt
s 
an
d 
sig
ni
fic
an
t r
el
at
ed
 
pa
rty
 a
cc
ou
nt
s.
Re
vi
ew
 c
re
di
t i
nf
or
m
at
io
n 
fo
r a
 s
am
pl
e 
of
 
m
od
er
at
e-
ris
k 
ac
co
un
ts
.
Pe
rfo
rm
 p
ro
ce
du
re
s t
o 
id
en
tif
y 
re
la
te
d 
pa
rti
es
 
an
d 
ev
al
ua
te
 p
re
se
nt
at
io
n 
an
d 
di
sc
lo
su
re
 
of
 sa
le
s 
an
d 
ac
co
un
ts
 r
ec
ei
va
bl
e.
Pr
oj
ec
t e
rr
or
s 
fo
un
d 
by
 b
ot
h 
se
ts 
of
 a
ud
ito
rs
 
to
 a
pp
ro
pr
ia
te
 p
op
ul
at
io
ns
 a
nd
 fo
rm
 a
n 
ov
er
al
l o
pi
ni
on
 o
n 
ac
co
un
ts
 r
ec
ei
va
bl
e 
an
d 
sa
le
s.
Ke
y:
D 
= 
Pe
rfo
rm
 th
e 
w
or
k 
di
re
ct
ly
.
J 
= 
Te
st 
jo
in
tly
 w
ith
 th
e i
nt
er
na
l a
ud
ito
rs
 a
nd
 re
vi
ew
 th
e i
nt
er
na
l a
ud
ito
rs
’ w
or
ki
ng
 p
ap
er
s. 
In
 m
ul
tip
le
-lo
ca
tio
n 
sit
ua
tio
ns
, j
oi
nt
 te
st
in
g 
m
ig
ht
 
in
cl
ud
e 
th
e 
au
di
t o
f c
er
ta
in
 lo
ca
tio
ns
 b
y 
th
e 
in
te
rn
al
 a
ud
ito
rs
 a
nd
 o
th
er
s 
by
 th
e 
in
de
pe
nd
en
t a
ud
ito
rs
 a
nd
 c
om
pa
ris
on
 o
f t
he
 r
es
ul
ts
.
T 
= 
Re
vi
ew
 th
e 
in
te
rn
al
 a
ud
ito
rs
’ w
or
ki
ng
 p
ap
er
s, 
ev
al
ua
te
 th
e 
ad
eq
ua
cy
 o
f t
he
 in
te
rn
al
 a
ud
ito
rs
’ w
or
k 
by
 re
-p
er
fo
rm
an
ce
 o
n 
a t
es
t b
as
is,
 a
nd
 
ev
al
ua
te
 th
e 
w
or
k 
pe
rf
or
m
ed
 a
nd
 th
e 
im
pl
ic
at
io
ns
 o
f t
he
 re
su
lts
.
R 
= 
Re
vi
ew
 th
e 
in
te
rn
al
 a
ud
ito
rs
’ w
or
ki
ng
 p
ap
er
s, 
an
d 
ev
al
ua
te
 th
e 
w
or
k 
pe
rf
or
m
ed
 a
nd
 th
e 
im
pl
ic
at
io
ns
 o
f t
he
 re
su
lts
.
X 
= 
In
di
ca
te
s 
th
at
 th
e 
in
te
rn
al
 a
ud
ito
rs
 w
ou
ld
 p
er
fo
rm
 w
or
k 
th
at
 is
 c
on
si
de
re
d 
by
 th
e 
in
de
pe
nd
en
t a
ud
ito
rs
.
* 
Th
e 
ex
te
nt
 o
f t
he
 a
dd
iti
on
al
 te
st
 w
or
k 
by
 in
de
pe
nd
en
t a
ud
ito
rs
, i
f a
ny
, w
ill
 d
ep
en
d 
on
 w
he
th
er
 it
 p
ro
vi
de
s 
su
ffi
ci
en
t r
ed
uc
tio
n 
in
 th
e 
in
de
pe
nd
en
t a
ud
ito
rs
’ a
ss
es
sm
en
t o
f c
on
tr
ol
 r
isk
 to
 ju
st
ify
 p
er
fo
rm
an
ce
 o
f t
he
 w
or
k.
X 
J 
X 
J
X 
R 
X 
R
X
 T 
D
X 
R 
X 
J
D
 
D
D
 
D
25
A
pp
ro
pr
ia
te
 v
al
ua
tio
n 
of
 ac
co
un
ts
 
re
ce
iv
ab
le
Pr
op
er
 p
re
se
nt
at
io
n 
of
 a
cc
ou
nt
s 
re
ce
iv
ab
le
Ta
bl
e 
5.
2
E
xa
m
pl
es
 o
f I
nd
ep
en
de
nt
 A
ud
it
or
s’
 C
on
si
de
ra
ti
on
 o
f t
he
 W
or
k 
o
f I
nt
er
na
l A
ud
it
or
s:
 
A
ud
it
 o
f t
he
 P
ur
ch
as
es
 C
yc
le
 a
n
d 
In
ve
nt
or
y
Lo
w
 R
is
k 
H
ig
h 
Ri
sk
26
A
ud
it 
O
bj
ec
tiv
e
Co
ns
id
er
at
io
n 
of
 
in
te
rn
al
 c
on
tr
ol
Co
m
pl
et
en
es
s, 
ex
ist
en
ce
, a
nd
 
oc
cu
rr
en
ce
 o
f 
in
ve
nt
or
y 
an
d 
pu
rc
ha
se
s
A
ud
it 
Pr
oc
ed
ur
e
D
oc
um
en
t t
he
 s
ys
te
m
 o
f i
nt
er
na
l c
on
tr
ol
.
Pe
rfo
rm
 o
bs
er
va
tio
n 
an
d 
in
qu
iry
 te
sts
.
Te
st 
co
nt
ro
ls
 o
ve
r 
co
m
pu
te
r 
op
er
at
io
ns
.
Pe
rfo
rm
 m
an
ua
l t
es
ts
 o
f t
he
 o
pe
ra
tin
g
ef
fe
ct
iv
en
es
s 
of
 co
nt
ro
ls
.
M
ak
e 
de
ci
sio
ns
 o
n 
th
e 
as
se
ss
m
en
ts
 o
f 
co
nt
ro
l r
isk
.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s.
Se
le
ct
 lo
ca
tio
ns
 fo
r o
bs
er
va
tio
n 
of
 in
ve
nt
or
y 
by
 in
te
rn
al
 a
nd
 in
de
pe
nd
en
t a
ud
ito
rs
.
D
es
ig
n 
th
e 
pr
og
ra
m
 fo
r i
nv
en
to
ry
 
ob
se
rv
at
io
n.
Pe
rf
or
m
 in
ve
nt
or
y 
ob
se
rv
at
io
n.
Pe
rfo
rm
 s
al
es
 a
nd
 p
ur
ch
as
es
 c
ut
-o
ff 
pr
oc
ed
ur
es
.
Pe
rfo
rm
 s
ea
rc
h 
fo
r u
nr
ec
or
de
d 
pu
rc
ha
se
s 
an
d 
pa
ya
bl
es
.
In
te
rn
al
 
A
ud
ito
rs
 ’ 
W
or
k
X X X X X X X X
In
de
pe
nd
en
t 
A
ud
ito
rs
’ 
W
or
k
R T J R D J D D J R R
In
te
rn
al
 
A
ud
ito
rs
’ 
W
or
k
X X X X X x
†
X X
In
de
pe
nd
en
t 
A
ud
ito
rs
’ 
W
or
k
R J* J* T* D J D D J† T T
x
 
J 
X
 
J
X
 
R 
X
 
R
D
 
D
D
 
D
X
 
R 
X
 
R
X
 
T 
X
 
T
X
 
J 
X
 
J
X
 
R 
X
 
T
X
 
J 
X
 
J
D 
D
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s.
Pe
rfo
rm
 c
le
ric
al
 te
sti
ng
 o
f i
nv
en
to
ry
 re
co
rd
s.
D
ec
id
e 
on
 a
pp
ro
pr
ia
te
ne
ss
 o
f t
he
 
ac
co
un
tin
g 
pr
in
ci
pl
es
.
D
et
er
m
in
e 
sa
m
pl
e 
siz
e 
an
d 
de
sig
n 
sa
m
pl
e 
pl
an
 fo
r s
el
ec
tio
n 
of
 it
em
s f
or
 p
ric
e 
te
sti
ng
.
Se
le
ct
 in
ve
nt
or
y 
ite
m
s 
fo
r p
ric
e 
te
sti
ng
.
Pe
rf
or
m
 p
ric
e 
te
sti
ng
.
Pe
rf
or
m
 lo
w
er
-o
f-c
os
t-o
r-
m
ar
ke
t t
es
t.
Id
en
tif
y 
pa
rts
 th
at
 a
re
 a
ss
oc
ia
te
d 
w
ith
 
ob
so
le
te
 fi
ni
sh
ed
 p
ro
du
ct
s.
Pe
rf
or
m
 in
qu
iry
 a
nd
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
to
 id
en
tif
y 
ob
so
le
te
 in
ve
nt
or
y 
ite
m
s.
Pr
oj
ec
t e
rr
or
s f
ou
nd
 b
y 
bo
th
 se
ts 
of
 au
di
to
rs
 to
 
ap
pr
op
ria
te
 p
op
ul
at
io
ns
 a
nd
 fo
rm
 a
n 
ov
er
al
l 
op
in
io
n 
on
 in
ve
nt
or
y 
an
d 
pu
rc
ha
se
s.
Ke
y:
D 
= 
Pe
rf
or
m
 th
e 
w
or
k 
di
re
ct
ly
.
J 
= 
Te
st
 jo
in
tly
 w
ith
 th
e 
in
te
rn
al
 a
ud
ito
rs
 a
nd
 re
vi
ew
 th
e 
in
te
rn
al
 a
ud
ito
rs
’ w
or
ki
ng
 p
ap
er
s. 
In
 m
ul
tip
le
-lo
ca
tio
n 
sit
ua
tio
ns
, j
oi
nt
 te
st
in
g 
m
ig
ht
 
in
cl
ud
e 
th
e 
au
di
t o
f c
er
ta
in
 lo
ca
tio
ns
 b
y 
th
e 
in
te
rn
al
 a
ud
ito
rs
 a
nd
 o
th
er
s 
by
 th
e 
in
de
pe
nd
en
t a
ud
ito
rs
 a
nd
 c
om
pa
ris
on
 o
f t
he
 re
su
lts
.
T 
= 
Re
vi
ew
 th
e 
in
te
rn
al
 a
ud
ito
rs
’ w
or
ki
ng
 p
ap
er
s, 
ev
al
ua
te
 th
e 
ad
eq
ua
cy
 o
f t
he
 in
te
rn
al
 a
ud
ito
rs
’ w
or
k 
by
 re
-p
er
fo
rm
an
ce
 o
n 
a t
es
t b
as
is,
 a
nd
 
ev
al
ua
te
 th
e 
w
or
k 
pe
rf
or
m
ed
 a
nd
 th
e 
im
pl
ic
at
io
ns
 o
f t
he
 re
su
lts
.
R 
= 
Re
vi
ew
 th
e 
in
te
rn
al
 a
ud
ito
rs
’ w
or
ki
ng
 p
ap
er
s, 
an
d 
ev
al
ua
te
 th
e 
w
or
k 
pe
rf
or
m
ed
 a
nd
 th
e 
im
pl
ic
at
io
ns
 o
f t
he
 r
es
ul
ts.
X 
= 
In
di
ca
te
s 
th
at
 th
e 
in
te
rn
al
 a
ud
ito
rs
 w
ou
ld
 p
er
fo
rm
 w
or
k 
th
at
 is
 c
on
si
de
re
d 
by
 th
e 
in
de
pe
nd
en
t a
ud
ito
rs
.
* 
Th
e 
ex
te
nt
 o
f t
he
 a
dd
iti
on
al
 te
st
 w
or
k 
by
 in
de
pe
nd
en
t a
ud
ito
rs
, i
f a
ny
, w
ill
 d
ep
en
d 
on
 w
he
th
er
 it
 p
ro
vi
de
s 
su
ffi
ci
en
t r
ed
uc
tio
n 
in
 th
e 
in
de
pe
nd
en
t a
ud
ito
rs
’ a
ss
es
sm
en
t o
f c
on
tr
ol
 r
isk
 to
 ju
st
ify
 p
er
fo
rm
an
ce
 o
f t
he
 w
or
k. 
† 
In
 g
oi
ng
 fr
om
 th
e 
lo
w
-ri
sk
 to
 th
e 
hi
gh
-ri
sk
 c
as
e, 
th
e 
in
de
pe
nd
en
t a
ud
ito
rs
 w
ou
ld
 in
cr
ea
se
 th
e 
nu
m
be
r 
of
 lo
ca
tio
ns
 o
bs
er
ve
d 
by
 b
ot
h 
th
em
se
lv
es
 a
nd
 th
e 
in
te
rn
al
 au
di
to
rs
. F
or
 ex
am
pl
e, 
in
 th
e l
ow
-r
is
k 
ca
se
 th
e 
in
te
rn
al
 au
di
to
rs
 m
ig
ht
 o
bs
er
ve
 th
re
e 
to
 fi
ve
 lo
ca
tio
ns
, w
he
re
as
 
th
e 
in
de
pe
nd
en
t a
ud
ito
rs
 w
ou
ld
 o
bs
er
ve
 a
t l
ea
st
 o
ne
 lo
ca
tio
n.
 I
n 
th
e 
hi
gh
-ri
sk
 c
as
e, 
th
e 
in
te
rn
al
 a
ud
ito
rs
 m
ig
ht
 o
bs
er
ve
 fi
ve
 to
 te
n 
lo
ca
­
tio
ns
, w
he
re
as
 th
e 
in
de
pe
nd
en
t a
ud
ito
rs
 m
ig
ht
 o
bs
er
ve
 th
re
e 
to
 fi
ve
 lo
ca
tio
ns
.
A
pp
ro
pr
ia
te
 v
al
ua
tio
n 
of
 in
ve
nt
or
ie
s
Pr
op
er
 p
re
se
nt
at
io
n 
of
 in
ve
nt
or
y 
an
d 
pu
rc
ha
se
s
2 7
28 CONSIDERATION OF THE WORK OF INTERNAL AUDITORS
aries and branches operating internationally. Projections indicate that total 
revenues for 19XX will be $1.9 billion and that total assets at year-end will 
amount to $2.4 billion. The company’s accounts receivable, consisting of 
a moderately large number of accounts primarily from manufacturing 
companies, are expected to be $400 million at year-end. The company’s 
accounting system is completely computerized and is considered to be 
moderately complex.
The independent auditors view the critical financial statement assertions 
for the audit of sales and accounts receivable to be (1) completeness and 
existence o f accounts receivable, as well as occurrence of sales, (2) appropri­
ate valuation of accounts receivable, and (3) proper financial statement 
presentation of accounts receivable. Table 5.1 describes the manner in which 
the independent auditors might coordinate the audit of these assertions 
when the risk of material misstatement with respect to the assertions is low, 
as well as when it is high. The coordination of the work is done based on the 
auditors’ assessment of the extent o f judgment required to perform the 
procedure and the criticalness of the assertion being tested.
P ractice  Exam ple 2 —Audit o f th e P u rch ases Cycle 
and Inventory
DEF Co. is a wholesale company with 3,000 employees in thirty locations 
throughout the United States and Canada. For 19XX, the company reports 
$320 million in total revenues and $160 million in total assets. Inventory is on 
hand at all thirty locations, and for the current year the projected balance at 
year-end is $64 million.
The independent auditors view the critical financial statement assertions 
for the audit of purchases and inventory to be (1) completeness and existence 
of inventory, as well as occurrence of purchases, (2) appropriate valuation of 
inventories, and (3) proper financial statement presentation of inventories. 
Table 5.2 describes the manner in which the independent auditors might 
coordinate the audit of these assertions when the risk of material misstate­
ment of the assertions is low, as well as when it is high. The coordination of 
the work is done based on the auditors’ assessment of the extent of judg­
ment required to perform the procedure and the criticalness o f the assertion 
being tested.
P ractice  Exam ple 3 —Audit o f M ultiple Subsidiaries
ABC, Inc. is a manufacturer and retailer of high-technology systems and 
equipment for industrial and commercial customers. The company has 
approximately 12,000 employees in twenty operating subsidiaries in several 
countries. Projected revenues of ABC, Inc. for 19XX are $1.5 billion and the 
company expects to have total assets of $1.1 billion at year-end.
Accounting is decentralized among the several operating units. The head 
office is responsible for the establishment of overall operating policies and 
procedures and for consolidation of financial results for the company as a 
whole. The internal control system is established and maintained by the head
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Table 53
Examples of Independent Auditors’ Consideration of the Work of 
Internal Auditors: Audit of Multiple Subsidiaries
Audit Objective Audit Procedure
Internal 
Auditors ’ 
Work
Independent 
Auditors ’ 
Work
Consideration of 
internal control
Document the system of 
internal control.
X R
Test internal control at all 
subsidiaries and departments 
on a rotating basis.
X J
Test controls at the central 
computer location.
Make decisions on the 
assessments of control risk.
X J
D
Audit conclusion 
regarding the
Audit home office and the 
most material subsidiary.
D
company’s
consolidated
financial
statements
Select the subsidiaries and 
departments to be audited by 
the internal and independent 
auditors based on an assess­
ment of materiality and risk 
at the locations.
D
Audit other locations.
Project errors found by both 
sets of auditors to appropriate 
populations and form an 
overall opinion on the 
financial statements.
X J
D
Key:
D = Perform the work directly.
J  = Test jointly with the internal auditors and review the internal auditors’ working 
papers. In multiple-location situations, joint testing might include the audit of 
certain locations by the internal auditors and others by the independent auditors 
and comparison of the results.
T = Review the internal auditors’ working papers, evaluate the adequacy of the inter­
nal auditors’ work by re-performance on a test basis, and evaluate the work 
performed and the implications of the results.
R = Review the internal auditors’ working papers, and evaluate the work performed, 
and the implications of the results.
X = Indicates that the internal auditors would perform work that is considered by the 
independent auditors.
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office, supported by an internal audit department that operates out of the 
head office and has resident internal auditors at selected operating locations. 
In prior years, the independent auditors have found the internal control 
policies and procedures to be adequate.
A majority of the company’s data processing is computerized. The systems 
are considered complex and are reviewed by the independent auditors’ com­
puter audit specialists. Computer-assisted audit techniques are employed to 
some extent by the independent auditors working with the internal auditors.
Critical audit judgment is involved in deciding the number of subsidiaries 
and departments of the company to be visited by the independent auditors 
and the internal auditors and the nature of the related work. Table 5.3 
describes one way in which the audit work might be coordinated for this 
engagement. The coordination of the work is done based on the auditors’ 
assessment of the extent of judgment required to perform the procedure 
and the criticalness of the assertion being tested.
Chapter 6
Alterations of Audit Work 
Based on Independent Auditors’ 
Evaluation of the 
Internal Audit Function
This chapter discusses the ways in which the generic practice examples in 
chapter 5 might be modified as a result o f the independent auditors’ evalu­
ation o f the internal audit function.
Independent auditors may find it necessary to modify their audit approach 
on the basis o f their evaluation o f the internal audit function. The major 
factors that are considered by independent auditors when they evaluate 
internal auditors’ objectivity, competence, and work performance have 
already been discussed in chapter 2.
OBJECTIVITY
Independent auditors’ evaluation of internal auditors’ objectivity may affect 
the independent audit in two ways. First, certain relationships may influence 
the independent auditors’ consideration of the effectiveness of the internal 
audit function as an environmental control. Examples include relationships 
in which internal auditors lack direct access to the audit committee of the 
board of directors and in which management has the ability to censure 
internal auditors’ communications. Such relationships affect internal auditors’ 
ability to perform their oversight function over the actions of top manage­
ment. Thus, independent auditors, in designing their audit approach, should 
consider that the internal audit function may be less effective in ensuring the 
reliability of information received by the board of directors and in preventing 
management override of internal controls.
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Second, independent auditors’ evaluation of the internal audit function’s 
objectivity affects the coordination of the audit work. When the director of 
internal audit reports directly to a functional position, such as the controller, 
the relationship could affect the objectivity of certain reports issued by inter­
nal auditors, especially reports on the functional area of their supervising 
executive. In these situations, independent auditors should not take the 
departmental approach to evaluating the internal audit function. (See chap­
ter 2.) Instead, independent auditors should take the approach o f evaluating 
the performance of specific internal audit assignments. In addition, it is not 
appropriate for independent auditors to give significant consideration to 
internal auditors’ work solely by reviewing the internal auditors’ working 
papers (“R” as described in the key to tables 5.1-5.3). As a minimum, any 
work of internal auditors that is significant to the independent audit should 
be tested by the independent auditors (“T ” as described in the key to tables 
5.1-5.3). To consider work of internal auditors performed in the functional 
area of the supervising executive, independent auditors should consider doing 
a more detailed review of the adequacy of the work and the consistency of 
the conclusions reached by those internal auditors.
COMPETENCE
To be completely effective, an internal audit department may require individ­
uals with a broad range of knowledge and experience. Internal auditors may 
possess this requisite knowledge themselves or they may utilize the services 
of outside specialists. Independent auditors’ evaluation of this knowledge 
and experience will affect their evaluation of the internal audit function as 
an environmental control. The greater the knowledge internal auditors 
collectively possess about a company’s business, the industry in which it 
operates, and the company’s internal control policies and procedures, the 
more effective they can be as an environmental control.
Independent auditors’ evaluation of internal auditors’ competence will also 
affect the coordination of the audit work. If internal auditors lack particular 
knowledge or experience required for the performance of their work, 
independent auditors will have to limit their consideration of that work. In 
these situations, independent auditors should use the specific assignment 
approach rather than the departmental approach in evaluating the internal 
audit function. (See chapter 2.) Also, independent auditors should not 
significantly consider work of internal auditors that is subjected solely to 
review or testing by independent auditors (“R” and “T ” as described in the 
key to tables 5.1-5.3). Only work of internal auditors that involves joint test­
ing (“J ” as described in the key to tables 5.1-5.3) should be considered by 
independent auditors. An example of this would be a situation in which the 
internal auditors have insufficient knowledge of EDP and EDP is pervasive 
in the organization. Independent auditors would be unable to consider the 
internal auditors’ work requiring EDP knowledge unless it involved joint 
performance, in which case the independent auditors could supply the 
expertise needed to consider EDP and its effect on the audit.
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WORK PERFORMANCE
Inadequate work performance by internal auditors can have a pervasive 
effect on the use of their work by independent auditors. Inadequate work 
performance may stem from a lack of knowledge required to perform specific 
tasks, or inadequate supervision and review If independent auditors’ review or 
testing of the work of internal auditors reveals that the work is inadequately 
performed because o f insufficient knowledge, review, or supervision, 
independent auditors should not consider work independently performed 
by internal auditors. However, even in these situations, the independent 
auditors may still decide to use internal auditors assigned to, and supervised 
by, them.
In some cases, independent auditors may find inadequate documentation 
of the work, or of supervision and review procedures performed by internal 
auditors. If the problem relates solely to inadequate documentation, inde­
pendent auditors may still consider the work of internal auditors, but they 
must subject the work to additional testing. Independent auditors would 
not be justified in considering work that was subjected solely to their review 
(“R” as described in the key to tables 5.1-5.3). As a minimum they should test 
the work (“T ” as described in the key to tables 5.1-5.3).
Chapter 7
Audit of Retail Stores—
A Comprehensive Example
A more comprehensive practice example o f  consideration o f  internal audi­
tors’ work is provided in this chapter.
COMPANY BACKGROUND INFORMATION
Retail Stores is a merchandiser of apparel and accessories that operates 
nationally in Canada in the broad midrange urban and suburban markets. 
Its main competitors are national and regional full-line department stores. 
Merchandising for Retail Stores, including advertising, is largely a centralized 
function, although merchandise stocking and ancillary services vary based 
on the typical customer profile of each store. Credit is provided to customers 
through Retail Stores’ own in-house credit card and the acceptance of most 
major international credit cards.
Retail Stores makes substantial use of sophisticated electronic information 
systems. An extensive communications network connects all of the stores 
operated by Retail Stores and is used for data transmission, credit authoriza­
tion, and the inventory management system. The inventory management 
system determines optimum store inventory quantity levels of basic items 
and generates replenishment orders for all stores.
For the current year, Retail Stores is expected to have sales o f $1.5 billion, 
and total assets at year-end are expected to be $750 million.
INTERNAL AUDIT DEPARTMENT
The internal audit department o f Retail Stores employs approximately four­
teen professionals. Six o f the internal auditors are chartered accountants,
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and four others hold other professional certificates. The professional experi­
ence of the internal auditors is summarized below:
Years o f Experience Number
5 or more years 4
1 to 5 years 6
less than 1 year _4
14
Direct expenses of the internal audit department for the most recent fiscal 
year were approximately $700,000.
The activities of Retail Stores’ internal audit department for the most 
recent fiscal year are summarized below:
Activity %
Financial systems evaluation 41
Store audits 15
Audit of other facilities 3
Audit of EDP systems 9
Operational reviews 29
Post-audit follow-up 2
External audit assistance 1
100
The director of internal audit reports directly to the audit committee of 
the board of directors. The director also attends each meeting of the audit 
committee, where the director has first-hand private access to the outside 
directors who sit on the committee.
The quality of the work and the degree of the objectivity of the internal 
auditors has been evaluated by the independent auditors to be very good. 
Therefore, the work of the internal auditors has a substantial effect on the 
independent auditors’ procedures.
COORDINATION OF THE AUDIT WORK
The independent auditors hold numerous planning meetings each year with 
the director of the internal audit department to discuss the internal auditors’ 
overall audit plan, the independent auditors’ audit plan, and the integration 
of both plans. The meetings tend to be held primarily in the first quarter of 
Retail Stores’ fiscal year.
In the prior year, personnel from the internal audit department spent six­
teen working days in providing direct assistance to the independent auditors. 
However, it is estimated that approximately one third of the activities of the 
department directly contributed to the reduction of the work performed by 
the independent auditors. These relationships are expected to be similar for 
the current year.
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CRITICAL AUDIT AREAS
The independent auditors generally consider the audit of Retail Stores to be 
a low- to moderate-risk engagement. They have identified the following 
audit areas as being critical to the current year audit:
1. Sales, cash receipts, and accounts receivable
2 . Inventories and cost of goods sold
3 . Accounts payable and purchases
Other audit areas, such as fixed assets and long-term debt, are considered 
significant because of their materiality, but not critical because the levels of 
inherent risk are considered to be lower.
Sales, Cash R eceipts, and A ccounts R eceivable
Sales are characterized by a large number of low-dollar transactions. Sales are 
captured at the store level by point-of-sale terminals and are transmitted to 
regional centers where they are audited for accuracy before being recorded. 
Approximately 40 percent of the sales are made with Retail Stores’ credit card 
and are managed by the company’s credit department. The resulting accounts 
receivable are characterized by a high volume of generally low-dollar-value 
balances that may be paid on an installment basis over a period of twenty- 
four to thirty-six months. The total dollar amount of accounts receivable at 
year-end is expected to be $50 million. The allowance for uncollectible 
accounts is calculated using a formula method based on the company’s 
historical write-off experience.
The two major sources of cash receipts are cash sales and collections of 
accounts receivable. Collections of accounts receivable are processed cen­
trally for each of the operating units. Cash sales are generally more susceptible 
to misappropriation at the store level and therefore are audited at the 
regional centers on a daily basis.
Table 7.1 presents the critical audit objectives for this audit area, and the 
approach used to coordinate the work of the independent auditors and the 
internal auditors in achieving the objectives. The table does not necessarily 
include all of the auditing procedures employed to test all financial state­
ment assertions.
Inventories and C ost o f G oods Sold
Inventories are valued using the retail inventory method. Purchasing and 
markdown decisions are centralized to ensure consistency. However, there is 
a risk of management override of prices at the regional and store levels. 
Because of the seasonal as well as the promotional nature of the inventories, 
proper identification of slow-moving and obsolete inventory is critical. 
At year-end, the dollar value of merchandise inventory is expected to be 
$400 million.
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Table 7.1
Sales, Cash Receipts, and Accounts Receivable
Internal
Audit Objective Auditors’ Work
Independent 
Auditors’ Work
Consideration of Document internal control. 
internal control Perform observation and 
inquiry tests of the 
structure.
Perform manual tests of 
effectiveness of controls.
Participate with independent 
auditors in tests of the 
computer system.
Completeness, 
existence, and 
occurrence of 
accounts 
receivable 
and sales
Develop and execute a 
computer program to 
select a sample of 
account balances for 
positive confirmation 
using parameters 
established by the 
independent auditors.
Resolve exceptions from 
confirmations.
Perform alternative proce­
dures for nonrespondents.
Perform cut-off procedures.
Appropriate 
valuation of 
accounts 
receivable
Develop and execute a 
computer program to test 
accuracy of aging of 
accounts receivable.
R view working papers and 
evaluate performance of 
tests and conclusions of 
internal auditors.
Re-perform significant tests 
of controls.
Participate with internal 
auditors in tests of the 
computer system.
Make decisions on assess­
ments of control risk.
Determine sample size and 
design sample plan for 
selection of confirmations.
Control mailing and receipt 
of confirmations.
Review working papers and 
evaluate performance of 
tests and conclusions of 
the internal auditors.
Review working papers and 
evaluate performance of 
tests and conclusions of 
internal auditors.
Perform analytical procedures 
to test adequacy of 
allowance for uncollectible 
accounts.
Table 7.2 presents the critical audit objectives for this audit area and 
the approach used to coordinate the work of independent auditors and 
internal auditors in achieving the objectives. The table does not necessarily 
include all of the auditing procedures employed to test all financial state­
ment assertions.
Consideration of 
internal control
AUDIT OF RETAIL STORES—A COMPREHENSIVE EXAMPLE 3 9
Table 7.2
Inventories and Cost of Goods Sold
Internal
Audit Objective _____ Auditors' Work
Independent 
Auditors' Work
Consideration of 
internal control
Document internal control.
Perform observation and 
inquiry tests of the 
structure.
Perform manual tests of 
effectiveness of controls.
Participate with independent 
auditors in tests of the 
computer system.
Review working papers and 
evaluate performance of 
tests and conclusions of 
internal auditors.
Re-perform significant tests 
of controls.
Participate with internal 
auditors in tests of the 
computer system.
Make decisions on assess­
ments of control risk.
Completeness, 
existence, and 
occurrence of 
inventories and 
cost of goods 
sold
Observe physical inventory 
and review inventory 
procedures and controls 
at selected stores and 
distribution centers.
Perform tests of recorded 
quantities of inventory 
and follow up on 
inventory-taking results 
for selected stores and 
distribution centers.
Perform cut-off procedures.
Make decisions on the 
locations to be observed 
and the tests to be 
performed by independent 
auditors and internal 
auditors.
Observe physical inventory 
and review inventory 
procedures at selected 
stores and distribution 
centers.
Perform tests of recorded 
quantities of inventory 
and follow up on 
inventory-taking results 
for selected stores and 
distribution centers.
Review working papers and 
evaluate performance of 
tests and conclusions of 
internal auditors.
Appropriate 
valuation of 
inventories
Perform analytical 
procedures to evaluate 
adequacy of inventory 
valuation reserve.
Review selected stores to 
assess effectiveness of 
marketing and purchasing 
decisions, and evaluate 
management of 
inventories.
Perform analytical 
procedures to test 
reasonableness of 
valuation of inventories.
Review working papers and 
evaluate performance of 
tests and conclusions of 
internal auditors.
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Table 73
Accounts Payable and Purchases
Internal
Audit Objective _____ Auditors' Work
Independent 
Auditors’ Work
Consideration of Document internal control. 
internal control Perform observation and 
inquiry tests of the 
structure.
Perform manual tests of 
operating effectiveness 
of controls.
Participate with independent 
auditors in tests of the 
computer system.
Completeness Select accounts payable for
and existence confirmation. 
of accounts 
payable and
purchases Control mailing and receipt
of confirmations.
Resolve exceptions from 
confirmations.
Perform cut-off procedures 
at locations selected for 
observation of inventory.
Review working papers and 
evaluate performance of 
tests and conclusions of 
internal auditors.
Re-perform significant 
manual tests of controls.
Participate with internal 
auditors in tests of the 
computer system.
Make decisions on assess­
ments of control risk.
Determine sample size and 
design plan for selecting 
accounts payable for 
confirmation.
Review working papers and 
evaluate performance of 
tests and conclusions of 
internal auditors, and 
consider re-performing 
certain procedures.
Perform cut-off procedures 
at locations selected for 
observation of inventory.
Perform search for 
unrecorded liabilities.
A ccounts Payable and P u rchases
Purchasing decisions for Retail Stores are made centrally. A significant portion 
of purchases are received by central distribution facilities where the goods 
are inspected and ticketed prior to distribution to retail stores. Because of the 
high volume of purchases, determining completeness of recorded purchases 
is essential, particularly at the date of the physical inventory.
Table 7 .3 represents the critical audit objectives for this audit area, as well 
as the approach used to coordinate the work of the independent auditors 
and the internal auditors in achieving the objectives. The table does not 
necessarily include all of the auditing procedures employed to test all finan­
cial statement assertions.
Appendix
Statement on Auditing Standards 
No. 9, The Effect o f  an 
Internal Audit Function on the 
Scope o f  the Independent 
Auditor’s Examination
(Supersedes AICPA Professional Standards, vol. 1, A U  sec. 320.83.) * *
1. The work of internal auditors cannot be substituted for the work of 
the independent auditor; however, the independent auditor should consider 
the procedures, if any, performed by internal auditors in determining the 
nature, timing, and extent of his own auditing procedures. This section 
provides guidance on the factors that affect an independent auditor’s con­
sideration of the work of internal auditors in an audit made in accordance 
with generally accepted auditing standards.
2 . Internal auditors often perform a number of services for manage­
ment, including, but not limited to, performing tests of controls,[1] reviewing 
operating practices to promote increased efficiency and economy, and 
making special inquiries at management’s direction. This section is applicable 
to the independent auditor’s consideration, while obtaining an understand­
ing of internal control structure, of the work performed by internal auditors. 
The section applies whether the work performed by internal auditors is part 
of their normal duties or is performed at the request of the independent 
auditor. It also applies to situations in which internal auditors perform work 
directly for the independent auditor (see paragraph .10).
Note: Issued December 1975. Includes notations made subsequent to issue date and reflected 
in AICPA Professional Standards, vol. 1, AU sec. 322.
* (Reference changed by the issuance of Statement on Auditing Standards No. 43. Subse­
quently changed by the issuance of Statement on Auditing Standards No. 48.)
[1.] Footnote deleted to reflect conforming changes necessary due to the issuance of SAS Nos. 
53 through 62.
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3. When internal auditors perform tests of controls or perform sub­
stantive tests of the details of transactions and balances, they serve a special 
function. They are not part of internal control structure in the same manner 
as would be an individual who verifies the mathematical accuracy of all 
invoices; instead, they act as part o f the control environment—a separate, 
higher level of control. This section is not applicable to personnel with the 
title “internal auditor” who do not perform such a function. Conversely, 
personnel with other titles who perform such a function should be consid­
ered internal auditors for purposes of this section.
4 . The independent auditor should acquire an understanding of the 
internal audit function as it relates to understanding the internal control 
structure. The work performed by internal auditors may be a factor in 
determining the nature, timing, and extent of the independent auditor’s 
procedures. If the independent auditor decides that the work performed by 
internal auditors may have a bearing on his own procedures, he should 
consider the competence and objectivity of internal auditors and evaluate 
their work.
REVIEWING THE COMPETENCE AND OBJECTIVITY 
OF INTERNAL AUDITORS
5. [Reference changed by the issuance of Statement on Auditing Stand­
ards No. 48.] [Paragraph deleted by issuance of section 319.]
6. When considering the competence of internal auditors, the indepen­
dent auditor should inquire about the qualifications of the internal audit 
staff, including, for example, consideration of the client’s practices for hiring, 
training, and supervising the internal audit staff.
7. When considering the objectivity of internal auditors, the indepen­
dent auditor should consider the organizational level to which internal 
auditors report the results of their work and the organizational level to which 
they report administratively. This frequently is an indication of the extent of 
their ability to act independently of the individuals responsible for the func­
tions being audited. One method for judging internal auditors’ objectivity is 
to review the recommendations made in their reports.
EVALUATING THE WORK OF INTERNAL AUDITORS
8. In evaluating the work of internal auditors, the independent auditor 
should examine, on a test basis, documentary evidence of the work performed 
by internal auditors and should consider such factors as whether the scope 
of the work is appropriate, audit programs are adequate, working papers 
adequately document work performed, conclusions reached are appropriate 
in the circumstances, and any reports prepared are consistent with the results
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of the work performed. The independent auditor should also perform tests 
of some of the work of internal auditors. The extent of these tests will vary 
depending on the circumstances, including the type of transactions and 
their materiality. These tests may be accomplished by either (a) examining 
some of the transactions or balances that internal auditors examined or (b) 
examining similar transactions or balances but not those actually examined 
by internal auditors. The independent auditor should compare the results of 
his tests with the results of the internal auditors’ work in reaching conclu­
sions on that work.
ARRANGEMENTS WITH INTERNAL AUDITORS
9 . When the work of internal auditors is expected to be significant to 
the independent auditor’s understanding of the internal control structure or 
the assessment of control risk, the independent auditor should, at the outset 
of the engagement, inform internal auditors of the reports and working 
papers he will need. He should also consult with internal auditors concerning 
work they are performing, since work not yet completed may also have a 
bearing on his audit. Also, work done by internal auditors will frequently be 
more useful to the independent auditor if plans for the work are discussed 
in advance.
USING INTERNAL AUDITORS TO PROVIDE
DIRECT ASSISTANCE TO THE INDEPENDENT AUDITOR
10. The independent auditor may make use of internal auditors to 
provide direct assistance in performing an audit in accordance with generally 
accepted auditing standards. Internal auditors may assist in performing 
substantive tests or tests o f controls. When the independent auditor makes 
such use of internal auditors, he should consider their competence and 
objectivity and supervise and test their work to the extent appropriate in 
the circumstances.
JUDGMENTS ON AUDIT MATTERS
11. When the independent auditor considers the work of internal 
auditors in determining the nature, timing, and extent of his own audit 
procedures or when internal auditors provide direct assistance in the perfor­
mance of his work, judgments as to the effectiveness of internal control 
structure, sufficiency of tests performed, materiality of transactions, and 
other matters affecting his report on the financial statements must be those 
of the independent auditor.
Appendix
CICA Handbook, Section 5215, 
Paragraphs .17 to .21
RELIANCE ON THE INTERNAL AUDITOR
.17 The type of work performed by the internal auditor which is of potential 
relevance to the auditor engaged to report on financial statements (the 
external auditor) falls into two categories:
(a) the performance of a specific internal control procedure which 
otherwise would not be performed (for example, the comparison 
of cheques with underlying vouchers);
(b) the review and testing o f the internal control system.
.18 The external auditor would treat work of the former type performed 
by the internal auditor in the same manner as any other internal control. 
However, work of the latter type is different from other internal con­
trols. This latter control function is to determine that other internal 
controls are working properly. Accordingly, such work can be of 
considerable use to the external auditor in evaluating the degree of 
compliance with prescribed internal control procedures.
.19 The existence of an internal auditor does not relieve the external auditor 
of his responsibility to conduct such audit work as is necessary to 
support the content of his report. Accordingly, before relying on 
conclusions reached by the internal auditor, the external auditor would 
need to consider the internal auditor’s competence and objectivity 
and evaluate his work.
.20 In considering the internal auditor’s competence and objectivity, the 
external auditor would consider such matters as:
(a) the experience and qualifications of the internal auditor, including 
the practices for hiring, training and supervising internal audit staff;
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(b) the organizational level to which the internal auditor reports the 
results of his work and the organizational level to which he 
reports administratively. This frequently is an indication of his 
ability to act independently of the individuals responsible for the 
functions being audited;
(c) the nature of the recommendations made in such reports.
.21 In evaluating the internal auditor’s work the external auditor would 
need to examine evidence such as internal audit programmes, working 
papers and reports. In addition, the external auditor could perform 
tests to corroborate the conclusions reached by the internal auditor.
Appendix c
Statement of Responsibilities 
of Internal Auditing
The purpose of this statement is to provide in summary form a general 
understanding of the role and responsibilities of internal auditing. For more 
specific guidance, readers should refer to the Standards fo r  the Professional 
Practice o f Internal Auditing.
NATURE
Internal auditing is an independent appraisal activity established within an 
organization as a service to the organization. It is a control which functions by 
examining and evaluating the adequacy and effectiveness of other controls.
OBJECTIVE AND SCOPE
The objective of internal auditing is to assist members of the organization in 
the effective discharge of their responsibilities. To this end, internal auditing 
furnishes them with analysis, appraisals, recommendations, counsel, and 
information concerning the activities reviewed. The audit objective includes 
promoting effective control at reasonable cost.
The scope of internal auditing encompasses the examination and evalua­
tion of the adequacy and effectiveness of the organization’s system of internal 
control and the quality of performance in carrying out assigned responsibili­
ties. The scope of internal auditing includes: •
• Reviewing the reliability and integrity of financial and operating 
information and the means used to identify, measure, classify, and 
report such information.
• Reviewing the systems established to ensure compliance with those 
policies, plans, procedures, laws, and regulations which could have 
a significant impact on operations and reports, and determining 
whether the organization is in compliance.
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• Reviewing the means of safeguarding assets and, as appropriate, 
verifying the existence of such assets.
• Appraising the economy and efficiency with which resources are 
employed.
• Reviewing operations or programs to ascertain whether results are 
consistent with established objectives and goals and whether the 
operations or programs are being carried out as planned.
RESPONSIBILITY AND AUTHORITY
Internal auditing functions under the policies established by management 
and the board. The purpose, authority and responsibility of the internal audit­
ing department should be defined in a formal written document (charter), 
approved by management, and accepted by the board. The charter should 
make clear the purposes of the internal auditing department, specify the 
unrestricted scope of its work, and declare that auditors are to have no 
authority or responsibility for the activities they audit.
The responsibility of internal auditing is to serve the organization in a 
manner that is consistent with the Standards fo r  the Professional Practice 
o f  Internal Auditing and with professional standards of conduct such as the 
Code o f Ethics of The Institute of Internal Auditors, Inc. This responsibility 
includes coordinating internal audit activities with others so as to best 
achieve the audit objectives and the objectives of the organization.
INDEPENDENCE
Internal auditors should be independent of the activities they audit. Internal 
auditors are independent when they can carry out their work freely and 
objectively. Independence permits internal auditors to render the impartial 
and unbiased judgments essential to the proper conduct of audits. It is 
achieved through organizational status and objectivity.
Organizational status should be sufficient to assure a broad range of audit 
coverage, and adequate consideration of and effective action on audit find­
ings and recommendations.
Objectivity requires that internal auditors have an independent mental 
attitude, and an honest belief in their work product. Drafting procedures, 
designing, installing, and operating systems, are not audit functions. Perform­
ing such activities is presumed to impair audit objectivity.
The Statement o f Responsibilities o f Internal Auditors was originally issued by 
The Institute of Internal Auditors in 1947. The current Statement, revised in 
1981, embodies the concepts previously established and includes such changes 
as are deemed advisable in light of the present status of the profession.
Appendix
The Institute of Internal 
Auditors, Inc. Code of Ethics
INTRODUCTION
Recognizing that ethics are an important consideration in the practice of 
internal auditing and that the moral principles followed by members of The 
Institute o f Internal Auditors, Inc., should be formalized, the Board of 
Directors at its regular meeting in New Orleans on December 13, 1968, 
received and adopted the following resolution:
WHEREAS the members of The Institute o f Internal Auditors, Inc., repre­
sent the profession of internal auditing; and
WHEREAS managements rely on the profession of internal auditing to 
assist in the fulfillment of their management stewardship; and
WHEREAS said members must maintain high standards o f conduct, honor, 
and character in order to carry out proper and meaningful internal auditing 
practice;
THEREFORE BE IT  RESOLVED that a Code of Ethics be now set forth, 
outlining the standards of professional behavior for the guidance of each 
member of The Institute o f Internal Auditors, Inc.
In accordance with this resolution, the Board of Directors further approved 
of the principles set forth.
INTERPRETATION OF PRINCIPLES
The provisions of this Code of Ethics cover basic principles in the various 
disciplines of internal auditing practice. Members shall realize that individual 
judgment is required in the application of these principles. They have a 
responsibility to conduct themselves so that their good faith and integrity 
should not be open to question. While having due regard for the limit of 
their technical skills, they will promote the highest possible internal audit­
ing standards to the end of advancing the interest of their company or 
organization.
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ARTICLES
I . Members shall have an obligation to exercise honesty, objectivity, and 
diligence in the performance of their duties and responsibilities.
II. Members, in holding the trust of their employers, shall exhibit loyalty 
in all matters pertaining to the affairs of the employer or to whomever 
they may be rendering a service. However, members shall not know­
ingly be a party to any illegal or improper activity.
III. Members shall refrain from entering into any activity which may be in 
conflict with the interest of their employers or which would prejudice 
their ability to carry out objectively their duties and responsibilities.
IV. Members shall not accept a fee or a gift from an employee, a client, a 
customer, or a business associate of their employer without the 
knowledge and consent of their senior management.
V. Members shall be prudent in the use of information acquired in the 
course o f their duties. They shall not use confidential information for 
any personal gain nor in a manner which would be detrimental to the 
welfare of their employer.
VI. Members, in expressing an opinion, shall use all reasonable care to 
obtain sufficient factual evidence to warrant such expression. In their 
reporting, members shall reveal such material facts known to them 
which, if not revealed, could either distort the report of the results of 
operations under review or conceal unlawful practice.
VII. Members shall continually strive for improvement in the proficiency 
and effectiveness of their service.
VIII. Members shall abide by the Bylaws and uphold the objectives of The 
Institute o f  Internal Auditors, Inc. In the practice of their profession, 
they shall be ever mindful of their obligation to maintain the high 
standard of competence, morality, and dignity which The Institute o f 
Internal Auditors, Inc., and its members have established.
Appendix
Summary of Standards 
for the Professional Practice 
of Internal Auditing
100 INDEPENDENCE—INTERNAL AUDITORS SHOULD BE INDEPEN­
D EN T OF THE ACTIVITIES THEY A UD IT
110 Organizational Status—The organizational status o f  the inter­
nal auditing department should be sufficient to perm it the 
accomplishment o f its audit responsibilities.
120 Objectivity—Internal auditors should be objective in perform ­
ing audits.
200 PROFESSIONAL PROFICIENCY—INTERNAL AUDITS SHOULD BE 
PERFORMED WITH PROFICIENCY AND DUE PROFESSIONAL CARE.
The Internal Auditing Department
210 Staffing—The internal auditing department should provide 
assurance that the technical proficiency and educational back­
ground o f internal auditors are appropriate fo r  the audits to be 
performed.
220 Knowledge, Skills, and Disciplines—The internal auditing 
department should possess or should obtain the knowledge, skills, 
and disciplines needed to carry out its audit responsibilities.
230 Supervision—The internal auditing department should provide 
assurance that internal audits are properly supervised.
The Internal Auditor
240 Compliance with Standards of Conduct—Internal auditors 
should comply with professional standards o f conduct.
51
E
52 CONSIDERATION OF THE WORK OF INTERNAL AUDITORS
250 Knowledge, Skills, and Disciplines—Internal auditors should 
possess the knowledge, skills, and disciplines essential to the per­
formance o f  internal audits.
260 Human Relations and Communications—Internal auditors 
should be skilled in dealing with people and in communicating 
effectively.
270 Continuing Education—Internal auditors should maintain 
their technical competence through continuing education.
280 Due Professional Care—Internal auditors should exercise 
due professional care in perform ing internal audits.
300 SCOPE OF WORK—THE SCOPE OF THE INTERNAL AUDIT SHOULD
ENCOMPASS THE EXAMINATION AND EVALUATION OF THE ADE­
QUACY AND EFFECTIVENESS OF THE ORGANIZATION’S SYSTEM
OF INTERNAL CONTROL AND THE QUALITY OF PERFORMANCE
IN  CARRYING O U T ASSIGNED RESPONSIBILITIES.
310 Reliability and Integrity of Information—Internal auditors 
should review the reliability and integrity o f financia l and oper­
ating information and the means used to identify, measure, clas­
sify, and report such information.
320 Compliance with Policies, Plans, Procedures, Laws, and 
Regulations—Internal auditors should review the systems estab­
lished to ensure compliance with those policies, plans, procedures, 
laws, and regulations which could have a significant impact on 
operations and reports and should determine whether the organi­
zation is in compliance.
330 Safeguarding of Assets—Internal auditors should review the 
means o f safeguarding assets and, as appropriate, verify the 
existence o f such assets.
340 Economical and Efficient Use o f Resources—Internal 
auditors should appraise the economy and efficiency with which 
resources are employed.
350 Accomplishment of Established Objectives and Goals for 
Operations or Programs—Internal auditors should review 
operations or programs to ascertain whether results are consis­
tent with established objectives and goals and whether the opera­
tions or programs are being carried out as planned.
400 PERFORMANCE OF AUDIT WORK—A U D IT WORK SHOULD
INCLUDE PLANNING THE AUDIT, EXAMINING AND EVALUATING
INFORMATION, COMMUNICATING RESULTS, AND FOLLOWING UP.
410 Planning the Audit—Internal auditors should plan each audit.
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420 Examining and Evaluating Information—Internal auditors 
should collect, analyze, interpret, and document information to 
support audit results.
430 Communicating Results—Internal auditors should report the 
results o f their audit work.
440 Following Up—Internal auditors should follow  up to ascertain 
that appropriate action is taken on reported audit findings.
500 MANAGEMENT OF THE INTERNAL AUDITING DEPARTMENT—
THE DIRECTOR OF INTERNAL AUDITING SHOULD PROPERLY
MANAGE THE INTERNAL AUDITING  DEPARTMENT.
510 Purpose, Authority, and Responsibility—The director o f 
internal auditing should have a statement o f purpose, authority, 
and responsibility f o r  the internal auditing department.
520 Planning—The director o f internal auditing should establish 
plans to carry out the responsibilities o f  the internal auditing 
department.
530 Policies and Procedures—The director o f internal auditing 
should provide written policies and procedures to guide the 
audit staff.
540 Personnel Management and Development—The director o f 
internal auditing should establish a program fo r  selecting and 
developing the human resources o f  the internal auditing 
department.
550 External Auditors—The director o f internal auditing should 
coordinate internal and external audit efforts.
560 Quality Assurance—The director o f  internal auditing should 
establish and maintain a quality assurance program to evaluate 
the operations o f  the internal auditing department.
Appendix F
Summaries of 
Statements on Internal 
Auditing Standards
SUMMARY OF STATEMENT ON 
INTERNAL AUDITING STANDARDS NO. 1,
CONTROL: CONCEPTS AND RESPONSIBILITIES
This statement provides guidance to internal auditors on the nature of con­
trol and the roles of the participants in its establishment, maintenance, and 
evaluation. Major conclusions include: •
• A control is any action taken by management to enhance the likeli­
hood that established objectives and goals will be achieved.
• Control results from management’s planning, organizing, and 
directing.
• The many variants of the term control (for example, administrative 
control, management control, internal control) can be incorporated 
within the generic term.
• The overall system of control is conceptual in nature. It is the inte­
grated collection of systems used by an organization to achieve its 
objectives and goals.
• Management plans, organizes, and directs in such a fashion as to 
provide reasonable assurance that established objectives and goals 
will be achieved.
• Internal auditing examines and evaluates the planning, organizing, 
and directing processes to determine whether reasonable assurance 
exists that objectives and goals will be achieved. All systems, 
processes, operations, functions, and activities within the organiza­
tion are subject to internal auditing’s evaluations. Such evaluations, 
in the aggregate, provide information to appraise the overall system 
of control.
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SUMMARY OF STATEMENT ON INTERNAL AUDITING 
STANDARDS NO. 2 , COMMUNICATING RESULTS
This statement provides guidance to internal auditors in communicating 
audit results in the form o f oral and written reports.
It includes interpretations of Standard 430 (Communicating Results) 
related to types, contents, and attributes o f audit reports; discussion o f find­
ings, conclusions, and recommendations with management; and audit-report 
approval and distribution.
SUMMARY OF STATEMENT ON INTERNAL AUDITING 
STANDARDS NO. 3 , DETERRENCE, DETECTION, 
INVESTIGATION, AND REPORTING OF FRAUD
This statement interprets the Standards and establishes guidelines for internal 
auditors regarding their responsibility for deterring, detecting, investigating, 
and reporting of fraud. It does not provide guidance on specific audit proce­
dures used in performing audits; rather, it establishes guidelines by which 
internal auditors conform their activities with the stated concepts of due 
professional care.
Major conclusions of this statement are:
D eterren ce o f Fraud
Deterrence of fraud is the responsibility of management. Internal auditors 
are responsible for examining and evaluating the adequacy and the effective­
ness of actions taken by management to fulfill this obligation.
D etection  o f Fraud
Internal auditors should have sufficient knowledge o f fraud to be able to 
identify indicators that fraud might have been committed.
If significant control weaknesses are detected, additional tests conducted 
by internal auditors should include tests directed toward identification of 
other indicators of fraud.
Internal auditors are not expected to have knowledge equivalent to that 
of a person whose primary responsibility is to detect and investigate fraud. 
Also, audit procedures alone, even when carried out with due professional 
care, do not guarantee that fraud will be detected.
Investigation o f Fraud
Fraud investigations may be conducted by or involve participation of internal 
auditors, lawyers, investigators, security personnel, and other specialists 
from inside or outside the organization.
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Internal auditing should assess the facts known relative to all fraud investi­
gations in order to:
• Determine if controls need to be implemented or strengthened.
• Design audit tests to help disclose the existence of similar frauds in 
the future.
• Help meet the internal auditor’s responsibility to maintain sufficient 
knowledge o f fraud.
R eporting o f Fraud
A written report should be issued at the conclusion of the investigation phase. 
It should include all findings, conclusions, recommendations and corrective 
action taken.
SUMMARY OF STATEMENT ON INTERNAL AUDITING 
STANDARDS NO. 4 , QUALITY ASSURANCE
This statement provides additional guidance for implementing a quality 
assurance program in an internal auditing department. These guidelines 
define a program that includes adequate supervision, internal review under 
the control of the director of internal auditing, and external review by quali­
fied persons who are independent of the organization. This SIAS gives more 
detailed interpretation and guidance in separate sections on each of these 
elements of quality assurance.
Quality assurance is essential to maintaining an internal auditing depart­
ment’s capability to perform its functions in an efficient, effective manner. 
Quality assurance is also important in achieving and maintaining a high level 
of credibility with management, the audit committee, and others who rely 
on the work o f the internal auditing department.
Guideline 560.04 states that external reviews should be conducted at least 
once every three years. However, there may be circumstances which could 
justify a different interval or which currently preclude the director of internal 
auditing from obtaining an external review. In circumstances where the 
external review is delayed, the director has the responsibility to ensure that 
an adequate level of quality assurance is achieved through alternative means.
The Institute has supplemented the applicable standard and guidelines 
with both objective criteria and examples of the tools such as questionnaires, 
interview guides, and audit procedures needed for full implementation of a 
quality assurance program. These materials are intended to be advisory and 
should be tailored to the particular internal or external review.
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SUMMARY OF STATEMENT ON INTERNAL AUDITING 
STANDARDS NO. 5 , INTERNAL AUDITORS’  RELATIONSHIPS 
WITH INDEPENDENT OUTSIDE AUDITORS
A summary of the practices outlined in this statement follows:
• To the extent that professional and organizational reporting respon­
sibilities allow, internal auditors should conduct examinations in a 
manner that allows for maximum audit coordination and efficiency.
• The director of internal auditing should make regular evaluations of 
the coordination between internal and independent outside auditors.
• A sufficient number of meetings should be scheduled to discuss audit 
activities planned by both internal and independent outside auditors 
to assure appropriate coordination of audit work; that duplicate 
efforts are kept to a minimum; that audit activities are efficient and 
timely; and that the scope of planned audit work is appropriate.
• Internal auditors need reasonable access to the programs, working 
papers, audit reports, and management letters of independent out­
side auditors and conversely should provide the independent 
outside auditors reasonable access to internal audit programs, work­
ing papers, and audit reports.
• The director of internal auditing should ensure that the indepen­
dent outside auditors’ techniques, methods, and terminology are 
sufficiently understood by the internal auditors, and conversely 
he/she should provide sufficient information to enable the indepen­
dent outside auditors to understand the internal auditors’ techniques, 
methods, and terminology.
SUMMARY OF STATEMENT ON INTERNAL AUDITING 
STANDARDS NO. 6 , AUDIT WORKING PAPERS
This statement provides guidance to internal auditors in the preparation and 
use o f audit working papers. It includes interpretations of existing Guideline 
420.01.5 related to the functions and contents of audit working papers; audit 
working-paper-preparation techniques; the working-paper review process; 
and guidelines for the ownership, custody, and retention of audit working 
papers.
Major conclusions of this statement are: •
• Audit working papers provide the principal evidential support for 
the audit report and demonstrate the internal auditing department’s 
compliance with the Standards fo r  the Professional Practice o f 
Internal Auditing.
• Support for audit conclusions should be included in the audit work­
ing papers.
• The director of internal auditing should establish policies on 
working-paper-preparation techniques.
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• Evidence of supervisory review should be documented in the audit 
working papers.
• Audit working papers are the property of the organization.
• Requests by parties outside of the organization other than the 
independent outside auditor for access to audit working papers and 
reports should be approved by senior management and/or legal 
counsel, as appropriate.
SUMMARY OF STATEMENT ON INTERNAL AUDITING 
STANDARDS NO. 7, COMMUNICATION WITH THE 
BOARD OF DIRECTORS
The conclusions in this statement are:
• The director o f internal auditing should regularly attend and partici­
pate in those meetings of the board which relate to its oversight 
responsibilities for auditing, financial reporting, organizational 
governance and control. The director should meet privately with 
the board, at least annually.
• The director should periodically assess whether the purpose, 
authority and responsibility, as defined in the charter, continue to be 
adequate to enable the internal auditing department to accomplish 
its objectives.
• The internal auditing department’s approved audit work schedule, 
staffing plan and financial budget should be communicated, prefer­
ably in writing, to the board.
• The director of internal auditing should communicate a scope 
limitation along with its potential effect, preferably in writing, to 
the board.
• Activity reports to senior management and the board should be 
communicated, preferably in writing. Among other things, activity 
reports should include those significant audit findings which, in the 
judgment of the director of internal auditing, could adversely affect 
the organization. After reviewing such findings with senior manage­
ment, the director should communicate significant audit findings to 
the board, whether or not they have been satisfactorily resolved.
• External auditors may be required by their professional standards to 
ensure that certain matters are communicated to the board. The 
director of internal auditing should communicate with the external 
auditor regarding these matters so as to have an understanding of 
the issues.
Appendix G
Checklist for Evaluating the 
Internal Audit Function*
Yes No Comments
Objectivity of the Internal Audit Department
1. Is the organizational status o f the director of 
internal audit sufficient to provide reasonable 
assurance that the internal auditors can inde­
pendently audit the organization’s activities?
2 . Is concurrence of the audit committee required 
to hire and dismiss the director of internal audit?
3 . Are the reports free o f censorship  by 
management?
4 . Does the director of internal audit have access 
to the audit committee without management’s 
presence?
5. Does the internal audit department have full 
access to the entity’s operations and records?
6 . Does management adequately support the 
internal audit department?
7 . Are temporary assignments of internal audit 
staff to line or accounting functions prohibited?
8 . Are professional staff periodically rotated on 
audit assignments?
* Adapted from Wanda A. Wallace, Handbook of Internal Accounting Controls (Englewood 
Cliffs, N.J.: Prentice-Hall, Inc., 1984).
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Yes No Comments
9. Is consideration given to potential indepen­
dence conflicts when scheduling individual 
internal auditors to audit assignments?
10. Are findings in audit working papers consis­
tent with the content o f the internal auditors’ 
reports?
Competence of the Internal Audit Department
1 1 . Does the internal audit department have mini­
mum education and experience requirements?
12. Are education and business and auditing 
experience of the internal auditors commen­
surate with their responsibilities?
13 . Does a sufficient number of the internal audit 
staff hold relevant professional certificates?
14 . Does the internal audit department encourage 
staff to obtain relevant professional certificates?
15. Do internal auditors engage in sufficient con­
tinuing education?
16. Is there long-range planning of audit assign­
ments based on qualifications of the internal 
auditors?
Supervision of Internal Auditors
17. Are job descriptions formalized?
18. Are relevant audit manuals available for use 
by the internal auditors?
19. Is there adequate planning of audit assign­
ments, including approval of programs by 
supervisory personnel?
2 0 .  Do staff members receive adequate super­
vision throughout audit assignments?
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Yes No Comments
2 1 . Are there adequate policies for review of audit 
working papers?
2 2 . Are periodic performance reviews of staff 
required?
Internal Audit Work Performance
2 3 . Are audit programs adequate?
2 4 . Do the audit working papers indicate ade­
quate performance of work?
2 5 . Are the findings and recommendations of the 
audit reviewed with management on a higher 
level than the head of the audited department?
2 6 . Is there a follow-up on findings of audit 
reports with emphasis on the corrective 
action taken by affected areas?
2 7 . Based on experience with the internal audi­
tors, does their work performance appear to 
be adequate?
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